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Towards  ASEAN  Economic 
Community 

Assessing  ASEAN  Economic  Integration  and  Initiatives 
for  ASEAN  Connectivity 

Dionisius  Narjoko  400-415 

ASEAN  country  leaders  have  agreed  to  promote  and  implement  the  concept 
of  ASEAN  Cormectivity  as  a  way  forward  toward  for  the  process  of  ASEAN 
Community  building.  ASEAN  Connectivity  envisages  a  deeper  and  wider 
connectivity  between  ASEAN  countries  as  well  as  between  ASEAN  and  its 
partner  countries  in  broader  East  Asian  framework.  Realizing  the  importance 
and  necessity  of  ASEAN  cormectivity,  successful  implementation  of  the  con- 
cept however  faces  some  challenges.  This  paper  attempts  to  make  contribu- 
tion in  this  context.  In  particular,  it  reviews  the  current  extent  of  regional 
economic  integration  in  ASEAN  and  the  relevant  ASEAN  initiatives  for  the 
connectivity  concept.  The  paper  also  emphasizes  the  urgency  for  ASEAN  to 
expedite  the  implementation  of  AEC  Blueprint  initiatives,  in  order  to  achieve 
a  stronger  institutional  connectivity,  which  is  critical  to  achieve  the  overall 
ASEAN  connectivity.  The  acceleration  should  move  beyond  tariff  reduction, 
by  addressing  non-tariff  barriers,  making  more  credible  commitments  in  ser- 
vices liberalization,  and  put  a  framework  to  guide  the  process  of  investment 
liberalization. 


rhe  Challenge  of  Policy  Reform  in  Post-Crisis  ASEAN: 
^^ational  and  Concerted  Approaches  to  Rebalancing 
for  Sustained  Growth 

Molly  Lesher  and  Michael  G.  Plummer  416-433 

The  global  economic  crisis  of  2008-09  caused  significant  stress  to  economies 
in  Southeast  Asia.  The  more  open  economies  suffered  more,  underscoring  the 
drawbacks  associated  with  an  over-reliance  on  external  demand  for  growth. 
Policymakers  are  now  beginning  to  address  vulnerabilities  that  emerged  in 
the  crisis  and  introduce  reforms  to  support  future  growth.  This  article  consid- 
ers pol  icies  that  can  facilitate  regional  'rebalancing'  as  a  means  of  sustaining 
the  recovery  and  discusses  how  regional  economic  cooperation  can  help  in 
the  process.  At  least  for  some  countries,  the  policy  reforms  necessary  to  en- 
courage balanced  growth  need  to  come  from  less  dependence  on  net  exports 
and  more  on  domestic  absorption  to  drive  growth.  Depending  on  the  coun- 
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try,  this  could  imply  a  greater  focus  on  investment,  consumption,  or  both. 
For  economies  that  are  less  reliant  on  net  exports,  rebalancing  may  actually 
involve  realizing  unexploited  opportunities  for  trade  and  foreign  direct  in- 
vestment. All  ASEAN  economies  could  benefit  from  a  greater  focus  on  pro- 
ductivity, continued  trade  liberalization,  particularly  in  services,  and  other 
microeconomic  reforms.  We  stress  that  ASEAN  economic  cooperaHon  via  ef- 
fective implementation  of  the  ASEAN  Economic  Community  initiative  can 
promote  the  necessary  reforms  in  all  of  these  areas. 

Geographical  Simulation  Model:  Data-based  approach 
to  the  Trade  and  Transport  Facilitation  Measures 
in  East  Asia 

Satoru  Kumagai 

This  article  introduces  the  Geographical  Simulation  Model  (IDE/ERIA-GSM), 
an  economic  simulation  model  based  on  New  Economic  Geography  (NEG), 
to  determine  the  dynamics  of  locations  of  populations  and  industries  in  East 
Asia  in  the  long  term.  In  the  article,  the  impact  of  the  Mekong-India  Economic 
Corridor  (MIEC)  on  the  regional  economy  at  sub-national  level  is  proposed, 
as  an  example.  The  economic  impacts  of  the  trade  and  transport  facilitation 
measures  are  quite  complicated  and  differ  significantly  by  location.  Therefore, 
the  planning  and  implementation  should  be  careful  and,  for  that  purpose,  an 
analytical  tool  like  IDE/ERIA-GSM  has  much  to  contribute. 


Towards  ASEAN  Political 
Security  Community 

Human  Rights  and  the  Role  of  the  AICHR  in  the  ASEAN 
Community  2015      Rafendi  Djamin  449-457 

The  article  was  based  on  a  keynote  address  presented  by  the  author  at  the 
Regional  Workshop  on  the  Protection  of  Civilians,  Singapore,  July  15,  2010, 
orgaruzed  by  the  Centre  of  Non-traditional  Security  Studies  at  Nanyang 
Technological  University,  Singapore,  and  the  International  Committee  of  Red 
Cross  (ICRC) 

Indonesia's  ASEAN  chairmanship  2011:  Putting  forward 
ASEAN  Defense  Ministers'  Meeting  Forum 

Alexandra  Retno  Wulan  458-474 

Indonesia  should  set  an  objective  of  at  least  80%  completion  of  the  ASEAN 
Political  Security  Community  (APSC)  during  its  chairmanship  in  2011  in  or- 
der to  fulfill  the  target  in  2015.  Moreover,  as  the  chair  of  ASEAN  Defence 
Ministers'  Meeting  (ADMM),  Indonesia  could  use  the  forum  to  enhance  the 
completion  of  APSC.  Hence,  it  is  important  to  briefly  assess  the  achievement 
of  ADMM  since  its  establishment  in  2006  and  further  using  the  assessments 
to  examine  the  possibility  to  enhance  the  process  of  ADMM.  Hie  article  brief- 
ly discusses  the  basic  notion  of  security  cooperation  as  a  theoretical  basis  of 
APSC.  Furthermore,  the  article  describes  and  examines  ADMM  as  a  possible 
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instrument  to  support  the  80%  completion  of  APSC  under  Indonesia's  chair- 
manship of  ASEAN. 
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Assessing  ASEAN  Economic  Integration  and 
Initiatives  for  ASEAN  Connectivity 


Dionisius  Narjoko 

1.  Introduction 

In  their  meeting  at  the  17*  ASEAN  Summit  in  Hanoi,  October 
2010,  ASEAN  Leaders  endorsed  the  implementation  of  ASEAN  the 
'Master  Plan  on  ASEAN  Connectivity'  as  one  of  the  way  forward  to 
intensify  and  strengthen  ASEAN  Community  building  efforts.  ASEAN 
Cormectivity  envisages  a  deeper  and  wider  connectivity  between  ASE- 
AN countries  as  well  as  between  ASEAN  and  its  partner  coimtries  in  a 
broader  East  Asian  framework.  The  concept  does  not  only  consider  the 
cormectivity  in  terms  of  economic  activities  and  physical  infrastructure, 
but  also  people-to-people  cormectivity.  ASEAN  Connectivity  therefore 
is  a  concept  that  presents  strengths  and  potentiality.  It  builds  on  ongo- 
ing initiatives,  the  current  extent  of  regional  integration  within  ASEAN 
and  with  other  partner  coimtries,  and  the  idea  of  ASEAN  centrality. 

While  appealing  and  necessary,  realizing  well-cormected  ASEAN 
member  coimtries  is  challenging.  Given  all  achievements  to  date,  there 
still  exists  a  development  gap  between  the  ASEAN  coimtries.  In  the 
global  context,  particularly  as  a  destination  of  foreign  investment  and 
one  of  the  global  production  centers,  all  ASEAN  countries  as  a  group 
constantly  faces  credible  competition  pressure  from  rapidly  growing 
China  and  India.  Some  challenges  may  also  come  from  differences  in 
social  and  cultural  system. 


The  writer  is  a  researcher  at  the  Economic  Research  Institute  for  ASEAN  and 

East  Asia  (ERIA) 
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This  paper  explores  the  subject  of  ASEAN  Connectivity.  It  fo- 
cuses on  exploring  the  Connectivity  from  the  perspective  of  economic 
integration,  in  light  of  the  wide  coverage  sub  topics  covered  by  the 
concept.  This  paper  reviews  the  current  situation  of  economic  integra- 
tion in  ASEAN  and  the  ASEAN  initiatives  that  are  highly  relevant  to 
achieve  ASEAN  Connectivity.  Addressing  these  topics  is  critical  for  a 
success  implementation  of  ASEAN  Connectivity,  particularly  for  the 
reason  that  a  coimected  physical  infrastructure  within  ASEAN  may 
not  optimally  utilized  without  a  robust  institutional  basis.  The  rest  of 
this  paper  addresses  these  reviews,  with  a  prelude  of  a  proposal  of  a 
framework  for  the  concept  of  ASEAN  Connectivity.  The  last  section 
discusses  some  potential  broad  strategy  on  how  ASEAN  could  im- 
prove the  institutional  connectivity. 

2.     ASEAN  Connectivity  framework:  a  proposal 

Achieving  the  goal  of  ASEAN  Connectivity  as  envisaged  by  the 
leaders  is  not  instantaneous.  A  clear  framework  is  critical  to  facilitate 
the  process  towards  well-connected  ASEAN  countries.  The  framework 
should  govern  a  smooth  coordination  between  all  relevant  ASEAN  ini- 
tiatives and  physical  infrastructure  development,  including  strategiz- 
ing  the  funding  mechanisms  and /or  options  that  are  needed  to  have 
such  coordination.  Figure  1  describes  this,  which  defines  how  ASEAN 
Coimectivity  relates  to  the  vision  of  ASEAN  Commimity.  As  stated 
in  the  ASEAN  Master  Plan  on  ASEAN  Coimectivity^:  'ASEAN  Con- 
nectivity can  be  achieved  by  enhancing  physical  connectivity  and  in- 
stitutional connectivity  thereby  reducing  the  costs  of  investment  and 
international  trade  in  goods  and  services,  including  services  costs  and 
network  set-up  costs.  Enhanced  physical  and  institutional  connectivity 
can  help  narrow  development  gaps  by  expanding  the  frontiers  of  pro- 
duction/ distribution  networks  and  augmenting  people-to-people  con- 
nectivity, which  will  further  nurture  a  sense  of  community  in  ASEAN. 

Physical  connectivity  refers  to  hard  infrastructure.  The  critical 
hard  infrastructures  that  facilitate  ASEAN  Connectivity  are  those  in 
the  transportation,  ICT,  and  energy  sectors.  Physical  connectivity  is 
pursued  to  enhance  value-chain  connectivity,  by  lowering  transporta- 


'  ASEAN  Secretariat,  Master  Plan  on  ASEAN  Comwclivity  (Jakarta:  ASEAN  Secretariat,  2010). 
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tion  and  other  transaction  costs  that  occur  from  fragmentation  of  pro- 
duction and  industrial  agglomeration  (or  commonly  known  as  'service 
link'  and  network  set-up  costs). 

Figure  1.  ASEAN  Connectivity  and  ASEAN  Community 
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Institutional  capacity  refers  to  various  international  or  regional 
agreements  to  facilitate  international  transactions  of  goods  and  ser- 
vices as  well  as  the  movement  of  natural  persons  across  borders.  The 
ASEAN  Economic  Community  (AEC)  Blueprint  essentially  represents 
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the  core  part  of  institution  connectivity.  The  Blueprint  consists  of  initia- 
tives that  pave  the  way  toward  the  achievement  of  fundamental  AEC 
goals,  which  is  a  single  regional  market  and  production  base  that  is 
highly  competitive  and  fully  integrated  with  the  global  economy,  and 
at  the  same  time,  developing  vigorously  and  more  equitably  economic 
development.  These  are:  (i)  free  flow  of  goods,  (ii)  free  flow  of  services, 
(iii)  free  flow  of  direct  investanent,  (iv)  free  flow  of  capital,  and  (v)  free 
flow  of  skilled  labor.  Because  the  AEC  Blueprint  is  a  huge  single  under- 
taking, it  is  imperative  that  a  strong  coimectivity  is  met  to  facilitate  the 
other  connectivity  modes. 

Resource  mobilization  aims  to  achieve  connectivity  in  various  fi- 
nancial arrangements  to  support  the  development  of  the  other  connec- 
tivity modes.  In  order  to  have  an  effective  resource  mobilization,  flows 
of  available  financial  resources  need  to  be  synchronized.  Resource 
mobilization  also  requires  robust  mechanisms  to  ensure  efficiency  and 
effective  utilization  of  our  own  financial  resources.  All  these  are  also 
crucial  to  achieve  the  development  of  infrastructure  in  a  timely  man- 
ner, given  the  scheduled  steps  in  the  ASEAN  Community  building 
process. 

3.     Economic  integration  in  ASEAN 

This  section  briefly  describes  the  degree  of  economic  integration 
that  ASEAN  countries  have  achieved  so  far.  This  reflects  much  of  the 
value-chain  connectivity  within  the  framework  we  propose  in  the  pre- 
vious section. 

Integration  in  trade  in  goods  and  services 

ASEAN  member  states  have  intensified  their  trade  among  them- 
selves during  the  past  two  decades  while  at  the  same  very  much  en- 
gaged with  the  rest  of  East  Asia  and  the  world.  Intra-ASEAN  trade  as 
a  share  of  total  ASEAN  trade  increased  from  about  20  to  27  percent 
over  the  past  two  decades,  reflecting  an  increase  in  the  intra-regional 
trade  intensity  index  from  3.65  in  1995  to  4.55  in  2008.^  As  argued  by 


^  UNCTAD,  UNCTAD  Handbook  of  Statistics  2009  (New  York  and  Geneva:  United  Nations  Confe- 
rence on  Trade  and  Development,  2010) 
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many,  the  intensified  trade  can  be  attributed  by  the  reduction  in  intra- 
ASEAN  trade  barriers.^ 

One  factor  that  explains  the  intensive  ASEAN  intra-trade  is  the 
participation  of  many  of  the  ASEAN  countries  in  the  East  Asian  pro- 
duction networks.  Figure  2  highlights  this,  which  shows  that  the  extent 
active  reciprocal  transactions  in  machinery  and  components  occurring 
in  the  ASEAN-5  countries  were  larger  than  that  those  in  other  coun- 
tries, particularly  those  within  Latin  America.* 

Figure  2.  Import  and  export  share  of  machinery  and  components 
in  ASEAN-5  and  other  countries  in  the  world 
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■  Exportshare:  machinery  and  components  overthe  period2000-07  ■  Import  share:  machinery  and  components  overthe  period  2000-07 
Source:  Global  Trade  Atlas. 


Notwithstanding  the  performance  of  ASEAN  countries  in  tlie 
ASEAN  intra-trade,  it  is  important  to  highlight  tliat  ASEAN  member 
states  have  largely  hewed  to  outward-oriented  "open  regionalism." 


■■'  For  example,  M.  Mikic,  "ASEAN  and  Trade  Integration,"  Staff  Workins  Paper  01/09  (Bangkok; 
Trade  and  Investment  Division,  UNESCAP,  2009). 

■*  See,  for  example,  F.  Kimura  and  M.  Ando,  "Two-dimensional  Fragmentation  in  East  Asia:  Con- 
ceptual Framework  and  Empirics,"  Iiitmiational  Rci>icn>  of  Economics  and  Finance,  14  (2005),  p. 
317-48,  and  P.  Athukorala  and  N.  Yamashita,  "Product  Fragmentation  Trade  Integration:  East 
Asia  in  Global  Context,"  North  American  journal  of  Economics  ami  Finance,  1 7  (2006):  p.  233-56,  for 
more  evidence  on  the  extent  on  the  existence  of  East  Asian  production  networks. 
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This  explains  in  part  the  substantially  lower  intra-ASEAN  trade  share 
as  compared  to  the  very  high  dependence  of  Mexico  on  its  trade  with 
US  under  NAFTA.^  As  a  result,  ASEAN  has  been  able  to  deepen  its 
trade  relationships  with  two,  large  and  fast  growing  economies  in  East 
Asia,  China  and  India. 

Service  plays  an  increasing  role  in  ASEAN  member  countries.  In 
the  ASEAN  economy,  service  sector  has  the  biggest  share  in  GDP  com- 
pared to  agriculture  and  manufacture  for  almost  ASEAN  coimtries  ex- 
cept for  Thailand  and  Vietnam.  In  2008,  the  service  sector  makes  up 
aroimd  40%  of  ASEAN  countries'  GDP,  while  industry,  manufacture 
and  agriculture  only  comprise  26%,  22%  and  11%  of  ASEAN  GDP,  re- 
spectively. In  terms  of  employment  growth,  performance  of  services  is 
encouraging.  Services  grew  by  about  12  percent  per  annum  over  the 
past  decade.  However,  the  growth  is  still  below  the  growth  in  goods, 
in  particular  manufacturing  and  agriculture  that  grew  by  about  20  per- 
cent and  13  percent  per  aimum,  respectively,  over  the  past  decade.  The 
slow  growth  in  the  services  may  reflect  the  rather  slow  progress  of 
liberalization  in  the  sector. 

The  total  ASEAN  trade  in  services  to  the  world  has  more  than 
doubled  from  US$  154  billion  in  2000  to  US$  329  billion  in  2007  (5.2% 
of  the  global  service  trade).  There  is,  however,  a  large  variation  in  the 
trade  size  across  the  ASEAN  coimtries.  At  this  moment,  only  several 
countries  that  make  up  the  bulk  of  ASEAN  trade  in  services.  In  fact, 
some  ASEAN  coimtries  has  also  been  the  top  world  service  exporter 
such  as  Singapore  for  transport,  telecommimication,  insurance,  finance 
and  construction,  Malaysia  for  tourism,  commimication  and  telecom- 
munication, Thailand  for  tourism  and  construction,  and  the  Philip- 
pines for  communication.^ 

It  is  worth  mentioning  that  the  air  transport  services  in  ASEAN 
coimtries  have  expanded  rapidly  in  the  past  decade,  most  notably  with 
the  establishment  and  expansion  of  private  Low  Cost  Carriers  (LCCs) 
that  serve  the  routes  within  ASEAN  countries.  This  expansion  is  the 


'  p.  Intal,  M.  Simorangkir,  and  D.  Narjoko,  "ASEAN  Regional  Economic  Integration"  (paper  pre- 
sented at  the  East  Asian  Regional  Cooperation  Forum,  Beijing,  1 1  July,  2010). 

^  WTO,  International  Trade  Statistics  (Geneva:  World  Trade  Organization,  2007,  pp.  117-152 
through  M.  Mikic,  "ASEAN  and  Trade  Integration,"  Staff  Working  Paper  01/09  (Bangkok:  Trade 
and  Investment  Division,  UNESCAP,  2009). 


™E  INDONESIAN  QUARTERLY,  Vol.  38,  No.  4,  201 0 

result  of  the  implementation  of  the  ASEAN  Open  Sky  policy  since  the 
early  2000s,  which  allows  regional  air  carriers  to  take  unlimited  flights 
to  all  ten  ASEAN  member  countries.  Airlines  registered  at,  and  operate 
from,  ASEAN  member  states,  except  the  Philippines,  increased  signifi- 
cantly in  2010  compared  to  those  in  1998  (see  Figure  3). 

Figure  3.  Comparison  for  Number  of  Airlines  1998  and  2010  in 

ASEAN  Member  States 
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In  terms  of  movement  of  natural  persons,  as  one  of  the  elements  of 
trade  in  services,  one  can  relate  this  to  some  basic  facts  of  international 
labor  migration  occurring  in  ASEAN  countries.  One  of  the  important 
features  is  the  movement  of  people  seeking  temporary  employment  in 
the  ASEAN  region  that  has  been  happening  since  the  1980s.  The  deficit 
of  labor  in  some  ASEAN  member  states,  notably  Singapore,  Malaysia, 
Thailand,  and  Brimei  Darussalam,  draws  manpower  from  neighbor- 
ing labor-surplus  countries.  The  Philippines  and  Indonesia  send  large 
numbers  of  migrant  workers  to  these  coimtries.  Thailand,  meanwhile, 
is  major  destination  for  migrant  workers  from  Myanmar,  Lao  PDR, 
and  Cambodia.  While  many  of  these  intra-ASEAN  migrations  are  con- 
centrated in  low-skilled  workers,  the  flow  of  workers  between  Singa- 
pore and  Malaysia  is  dominated  by  high-skilled  workers/profession- 
als. Many  of  workers  from  the  Philippines  are  also  categorized  in  tliis 
group  of  workers. 

4.     Review  of  ASEAN  initiatives  for  ASEAN  Connectivity 

This  section  briefly  reviews  some  of  the  key  ASEAN  initiatives, 
which  are  relevant  to  support  ASEAN  Connectivity.  As  explained  in 


n 
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the  proposed  ASEAN  Connectivity  framework  outlined  in  Section  2, 
all  of  these  initiatives  contribute  to  form  the  so-called  institutional  con- 
nectivity. As  further  explained,  much  of  the  institutional  connectivity 
consists  of  the  initiatives  set  out  by  the  AEC  Blueprint. 

Initiatives  for  freeflow  of  trade  in  goods 

The  building  of  an  ASEAN  economic  community  starts  with  tar- 
iff liberalization.  ASEAN,  through  the  Common  Effective  Preferen- 
tial Tariffs  (CEPT)  and  now  embodied  in  the  ASEAN  Trade  in  Goods 
Agreement  (ATIGA),  is  well  on  the  way  to  eliminate  tariffs  within  the 
ASEAN  region,  with  deadlines  of  2010  for  the  original  ASEAN  6  and 
2015  (with  flexibility  to  2018)  for  the  new  ASEAN  members  CLMV. 
ATIGA  specifies  the  schedules  of  tariff  liberalization  in  the  region  im- 
der  Schedules  A  to  H  in  the  Agreement.  ATIGA  also  specifies  the  elimi- 
nation of  tariff  rate  quotas  in  intra- ASEAN  trade. 

As  of  2009,  at  least  98.8  percent  of  all  tariff  lines  in  the  ASEAN  6 
countries  are  in  the  CEPT  Inclusion  List  and  of  which  at  least  almost  80 
percent  are  zero  tariffs.  Among  CLMV,  at  least  97.6  percent  of  all  tariff 
lines  are  in  the  ASEAN  Inclusion  List  and  at  least  60.6  percent  of  them 
are  zero  tariffs  except  for  Cambodia  where  only  about  7  percent  are 
zero  tariffs.  Thus,  overall,  ASEAN  member  states  have  been  on  track 
with  respect  to  tariff  liberalization  within  the  region. 

One  significant  feature  of  ASEAN  tariff  liberalization  is  that  for  a 
number  of  the  ASEAN  member  states,  the  reduction  in  intra- ASEAN 
tariffs  has  been  largely  in  tandem  with  the  reduction  in  MEN  tariffs.  Al- 
though this  reduces  the  margin  of  preference  of  the  intra- ASEAN  tariff 
liberalization,  it  preserves  the  de  facto  "open  regionalism"  of  cotmtries 
in  the  region  inasmuch  as  their  markets  are  East  Asia-wide  and  global, 
in  part  due  to  the  regional  and  global  production  networks  that  drive 
a  significant  portion  of  their  international  trade.  For  CLMV,  reducing 
intra-ASEAN  tariffs  may  mean  reducing  MNF  tariffs  also  in  order  to 
deepen  their  linkages  in  the  regional  and  global  production  networks. 

ASEAN  rules  of  origin  (ASEAN  ROO)  have  evolved  over  time, 
from  the  early  emphasis  on  the  40  percent  regional  value  content  (RVC) 
rule  to  a  more  flexible  and  user-friendly  menu  offered  to  the  region's 
firms  in  order  for  them  to  benefit  from  the  margin  of  preference  in  the 
region.  Apart  from  RVC  and  wholly  originating  (WO)  rules,  ASEAN 
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ROOs  provide  for  change  of  tariff  classification  (tariff  heading  or  ta- 
riff sub-heading)  and  product  specific  rules  as  alternatives  to  the  RVC 
rule.  The  accumulation  rules  for  the  RVC  have  also  been  relaxed  under 
the  ATIGA.  The  main  objective  of  the  changes  in  the  ASEAN  ROOs 
over  time  is  to  make  the  ROOs  trade  facilitating  rather  than  primarily 
as  instrument  to  prevent  trade  deflection.  Thus,  overall  ASEAN  ROOs 
are  largely  liberal. 

Despite  the  relatively  liberal  ASEAN  ROOs,  the  utiUzation  rate  of 
the  AFTA/ CEPT  is  relatively  low  among  the  region's  firms.^  A  key  rea- 
son for  this  is  that  in  the  most  important  traded  commodity  group  in 
the  region,  electronics  and  electrical  machinery  parts  and  components, 
there  is  an  extensive  use  of  ITA  and  export  processing  zones  where  tar- 
iffs are  virtually  zero  or  near  zero;  hence,  there  is  no  need  for  the  resort 
to  AFTA/ CEPT.  Exporters  also  complain  of  lack  of  information  on 
the  ROOs,  delays  and  administrative  costs,  arbitrary  classification  of 
origin,  as  well  as  the  small  margin  of  preference.^  The  above  list  brings 
out  the  importance  of  improving  ROO  administration,  especially  the 
process  for  the  granting  of  the  Certificate  of  Origin. 

Elimination  of  Non-tariff  Measures  (NTMs)  is  another  initiative  to 
ensure  free  flow  of  goods.  NTMs  essentially  lower  the  extent  of  tiade 
openness  across  the  ASEAN  member  states.  To  illustiate,  and  except  for 
apparel  where  the  impact  was  negative,  NTMs  in  five  ASEAN  mem- 
ber states  (Indonesia,  Malaysia,  Philippines,  Singapore,  and  Thailand) 
push  prices  upward  significantly  in  some  agricultural  products  and 
processed  food.  The  percentage  price  premium  on  products  restricted 
by  NTMs  in  Southeast  Asia  relative  to  the  price  of  those  products  in 
coimtries  without  NTMs  has  been  very  high,  ranging  from  about  50 
percent  to  70  percent.^ 


^  M.  Manchin  and  A.O.  Pelkmans-Balaoing.  "Rules  of  Origin  and  the  Web  of  East  Asian  Free 
Trade  Agreements."  World  Bank  Policy  Research  Working  Paper  No.  4273  (2007) 

»  See  Medalla  Eriinda  M.  and  J.  Balboa,  "ASEAN  Rules  of  Origin:  Lessons  and  Recommenda- 
tions for  Best  Practice,"  ERIA  Discussion  Paper  Series,  ERIA-DP-2009-17  (2010)  for  an  example  of 
problems  that  exporters  face  on  ROOs. 

''  See  Loreli  C.  De  Dios,  "Non-tariff  Barriers  to  Trade  in  the  ASEAN  Priority  Goods  Sectors,"  in  D. 
Hew,  ed..  Brick  by  Brick:  The  Biiildin^^  of  an  ASEAN  Economic  Community  (Singapore:  Institute  of 
Southeast  Asian  Shjdies,  2007),  pp.  86-115.  for  a  description  on  the  extent  of  NTMs  in  ASEAN 
countries. 
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Initiatives  for  free  flow  of  trade  in  services 

ASEAN  FRAMEWORK  AGREEMENT  On  SERVICES  (AFAS)  is 
an  initiative  of  ASEAN  to  liberalize  services  in  the  region.  AFAS  was 
initially  signed  on  15  December  1995  by  ASEAN  Economic  Ministers 
(AEM)  during  the  5th  ASEAN  Summit  in  Bangkok.  AFAS  has  just 
completed  its  7th  round  of  negotiations.  The  schedule  commitment  in 
AFAS  is  based  on  GENERAL  AGREEMENT  On  TRADE  In  SERVICES 
(GATS),  comprising  country  commitments  in  the  four  modes  of  servi- 
ces with  commitments  on  market  access  and  national  treatment.  AFAS 
also  includes  commitments  on  mutual  recognition  arrangement,  dis- 
pute settlement,  and  institutional  mecharusm. 

The  commitments  made  in  AFAS  by  each  ASEAN  member  states 
exceed  those  made  in  GATS,  with  50  percent  greater  sectoral  cove- 
rage. However,  there  is  substantial  variation  across  the  member  states. 
While  Cambodia,  Indonesia,  Malaysia,  Singapore,  and  Thailand  did 
not  add  much  in  AFAS,  Myanmar  and  the  Philippines  seem  to  have 
benefited  greatly  frorn-regional  liberalization.  All  these  suggest  that 
there  are  only  small  additional  gains  from  AFAS.  In  terms  of  the  depth 
of  coramitment,  both  AFAS  and  GATS  use  the  same  approach,  which 
is  the  bottom-up  approach  or  the  positive  Ust.  It  is  however  not  clear 
on  how  deep  or  detailed  the  restrictions  are  not  included  in  the  list. 
Since  GATS  and  AFAS  have  the  similar  approach,  it  could  be  the  case 
that  both  AFAS  and  GATS  have  similarities  in  term  of  the  depth  of  the 
commitment.  GATS  only  differ  with  AFAS  in  terms  of  its  transparency 
clause. 

Generally,  experts  view  the  progress  of  service  trade  liberaliza- 
tion of  the  ASEAN  member  countries  as  being  pessimistic.^"  There  has 
been  limited  progress  on  the  schedule  of  commitment  in  AFAS  by  each 
country.  The  'GATS  plus'  feature  in  AFAS,  where  regulations  in  AFAS 
go  beyond  those  in  GATS,  has  not  been  bold,  and  there  is  only  little  dif- 


For  example  S.  Stephenson  and  D.  Nikombriak.  "Regional  Liberalization  in  Services."  In  Servic- 
es Trade  Liberalisation  and  Facilitation  edited  by  S.  Steplienson,  C.  Findiay  and  Yi  (Canberra-  Asia 
Pacific  Press,  2009):  89-124;  Vo,  T.T.,  and  R  Bartlett.  "Ten  Years  of  ASEAN  Framework  Agree- 
ment on  Services  (AFAS):  An  Assessment."  REPSF  Project  No.  05/004,  Final  Report  (Jakarta,  16 
June  2006);  C.  Fink  and  M.  Molinuevo.  Trade  Issues  in  East  Asia:  Liberalization  of  Trade  in  Sew'ices 
Washington  DC:  East  Asia  and  I'acific  Region  Poverty  Reduction  and  Economic  Management 
World  Bank,  2007  ^ 
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ference  in  AFAS  relatively  to  GATS.  This  is  supported  by  a  finding  that 
AFAS  commitment  only  marginally  better  than  those  in  GATS.  Even  for 
a  particular  sector,  commitments  made  in  AFAS  are  lesser  than  those  in 
GATS,  which  indirectly  shows  that  ASEAN  member  states  reluctantly 
open  up  their  services  sector. 

ICT  sector  provides  support  to  achieve  free  flow  of  services  in 
ASEAN  region  via  facilitation  of  e-commerce  growth,  facilitation  of 
trade  liberalization  in  ICT  services,  and  promotion  of  ICT  applica- 
tions to  support  the  delivery  of  goveriunent  services  (e-Government). 
At  this  moment,  ICT-ASEAN  cooperation  is  governed  by  e-ASEAN 
Framework  Agreement,  the  ICT  components  imder  AEC  Blueprint, 
and  later  the  ASEAN  ICT  Master  Plan  2015  (to  be  concluded  Novem- 
ber 2010).  E-commerce  in  ASEAN  remains  to  face  challenges  from  the 
extent  of  digital  divide  and  issues  with  implementation  of  e-ASEAN 
agreements  at  national  level.  In  addition,  and  particularly  in  terms  of 
connectivity,  the  current  development  of  e-ASEAN  has  highlighted 
some  key  challenges  for  the  sector.  These  particularly  are  coimecting 
ICT  development  with  the  implementation  of  ASEAN  trade  facilita- 
tion initiatives,  including  ASEAN  Single  Window,  and  providing  clear 
and  further  participation  in  activities  to  promote  education. 

As  for  the  ASEAN  initiative  in  tourism  sector,  it  has  multiple  ob- 
jectives that  aim  at  promoting  ASEAN  member  states  and /or  region 
as  an  attiactive  tourist  destination,  by  upgrading  the  quality  of  tour- 
ism facilities  and  human  resources  to  meet  international  standards, 
promoting  tourism  in  the  region,  liberalizing  restiictions  tourism  and 
travel  services,  and  encouraging  the  participation  of  private  sector  in 
the  ASEAN  tourism  sector  development." 

Achievements  of  the  initiatives  have  been  made,  such  as  the 
adoption  of  mutual  recognition  arrangement  (MRA)  for  tourism  hu- 
man resources  to  ensure  the  quality  of  tourism  service  delivery  and 
facilitate  mobility  of  tourism  professionals  within  ASEAN.  Actions 
to  promote  tourisms  in  the  ASEAN  region  and  member  states  were 
also  taken.  Notwithstanding  the  achievements,  challenges  remain  for 


"  These  are  achieved  through  the  implementation  of  the  Roadmap  for  hntegration  of  Tourism 
Sector  (RITS)  2004-2010  and  ASEAN  Tourism  Strategic  Plan  2011-2015,  which  was  scheduled 
for  completion  by  the  end  of  2010  and  for  endorsement  by  Januar)'  2011. 
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ASEAN  to  enhance  tourism  integration.  In  terms  of  the  cormectivity, 
there  is  a  challenge  to  enhance  policies  and  programs  that  deal  with 
various  transport  sectors.  In  addition,  there  is  a  need  to  ensure  prompt 
development  of  ASEAN  Tourism  Investment  Corridor  Development 
and  the  need  to  resolve  issues  of  port  handling  and  immigration  pro- 
cedures in  some  member  states,  and  this  is  to  ensure  a  larger  and  freer 
movement  of  tourists. 

In  addition  to  the  above  initiatives  on  services,  there  exist  a  group 
of  initiatives  that  aimed  at  facilitating  movement  of  goods,  as  well  as 
services.  Large  components  of  these  initiatives  are  part  of  transport 
facilitation  initiatives,  which  has  an  objective  to  create  an  efficient  lo- 
gistics and  multimodal  transport  system  that  connects  land,  maritime, 
and  land  transport.^^ 

While  agreements  and  roadmaps  are  in  place,  implementation  of 
all  these  institutional  initiatives  has  been  very  slow  or  ineffective,  as 
well  as  facing  many  constraints.  To  illustrate,  many  protocols  of  the 
agreements  are  yet  to  be  ratified.  Therefore,  it  is  unlikely  to  witness  an 
immediate  operationalization  of  these  agreements.  While  it  is  sensible 
to  expect  the  delay,  a  prolonged  delay  potentially  restraints  the  region- 
al ASEAN  economy  from  growing,  given  much  of  the  agreements'  ob- 
jectives are  critical  to  facilitate  connectivity  of  private  business  trans- 
actions and  movement  of  people  across  the  member  states.  Moreover, 
ratification  process  may  well  take  longer  time  because  of  institutional 
constraint.  Some  of  the  member  coimtries,  such  as  Indonesia,  have  not 
yet  ready  to  establish  national  regulations  on  multimodal  transport. 

Another  example  is  related  to  the  objective  of  Roadmaps  Towards 
an  Integrated  and  Competitive  Maritime  Transport  in  ASEAN.  A  criti- 
cal element  of  the  Roadmap,  which  is  all  measures  toward  an  imple- 
mentation of  the  Single  Shipping  Market,  is  challenging,  owing  to  the 
adoption  of  cabotage  principle  commonly  adopted  by  archipelago 
countries,  which  in  ASEAN  are  Indonesia  and  the  Philippines.  As  not- 
ed, the  implementation  of  the  measures  shall  accord  national  laws  and 


"  These  initiatives  are:  ASEAN  Transport  Action  Plan  (AFAFGTT),  ASEAN  Framework  Agree- 
ment on  Multimodal  Transport  (AFAMT),  ASEAN  Framewori<  Agreement  on  the  Facilitation 
on  Inter-State  Transport  (AFAFIST),  Roadmaps  for  Integration  of  Air  Travel  Sector  (RIATS), 
Roadmaps  Towards  an  Integrated  and  Competitive  Maritime  Transport  in  ASEAN,  and  Road- 
map  for  Integration  on  Logistics  Services. 
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regulation;  as  a  result,  the  initiative  toward  the  single  shipping  market 
needs  to  find  some  options  to  answer  this  challenge  effectively. 

Initiatives  for  free  flow  of  investment 

Towards  the  realization  of  free  flow  of  investment  in  the  ASEAN 
region,  the  ASEAN  Economic  Commimity  blueprint  calls  for  the  rati- 
fication of  the  ASEAN  Comprehensive  hivestment  Agreement  (ACIA) 
and  the  phased  reduction  and  elimination  of  investment  restrictions 
and  impediments  during  2010-2015  in  three  major  phases.  The  ACIA 
covers  the  4  pillars  of  liberalization,  investment  protection,  facilitation, 
and  promotion.  It  is  more  comprehensive  in  scope  compared  to  the 
earlier  ASEAN  hivestment  Agreement  (AIA)  and  ASEAN  IGA.  The 
ACIA  covers  mainly  manufacturing,  agriculture,  fishery,  forestry  and 
mining  and  quarrying,  as  well  as  services  incidental  to  the  above-men- 
tioned industries.  Foreign  equity  liberalization  in  the  services  sector  is 
governed  by  the  AFAS,  with  its  own  modality  of  services  sector  libe- 
ralization including  commercial  presence. 

The  AEC  initiatives ,  on  investment  faciUtation  are  less  encom- 
passing, focusing  on  knowing  the  global  best  practices  and  have  them 
implemented  in  the  region,  information  dissemination  on  the  EDI  situ- 
ation/ climate  in  the  region,  and  joint  investment  promotion  through 
fairs,  etc.  and,  for  CLMV,  infrastructure  investment  promotion. 

Investment  liberalization  will  test  the  resolve  of  the  ASEAN  mem- 
ber states  in  their  drive  towards  an  integrated  regional  economy.  A 
number  of  the  member  coimtries  have  significant  national  treatment 
deviations  as  well  as  foreign  equity  restrictions,  especially  in  agricul- 
ture, fishery,  and  forestry.  One  imderpiiming  of  this  bias  for  differential 
treatment  of  domestic  and  foreign  investors  is  the  view  that  natural 
resources  are  part  of  national  patrimony.  Nonetheless,  as  the  mining 
sector  indicates,  there  can  be  institutional  mechanisms  (e.g.,  produc- 
tion service  contracts)  wherein  foreign  investors  can  fruitfully  engage 
in  the  sectors. 

In  addition,  global  competitiveness  ratings  and  rankings  indicate 
that  a  country's  investment  climate  is  more  than  just  investnient  libe- 
ralization and  facilitation.  There  are  many  more  factors  affecting  in- 
vestment decisions.  The  top  four  ASEAN  member  states  in  terms  of 
per  capita  EDI  flows  during  1995-2008  are  also  the  top  four  ASEAN 
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member  states  in  the  global  competitiveness  rankings.  Thus,  in  order 
to  reduce  the  skewness  of  FDI  flows  within  the  ASEAN  region,  the 
challenge  is  the  one  where  the  investment  laggard  countries  improve 
substantially  their  investment  climate  and  attractiveness.  This  involves 
not  only  foreign  equity  liberalization  and  improved  investment  facili- 
tation but  also  the  betterment  of  other  factors  such  as  infrastructure, 
quality  of  people  and  institutions,  and  the  like. 

Initiatives  for  free  flow  of  skilled  labor 

The  key  initiative  for  a  deeper  integration  in  services  trade  and 
sector  are  mutual  recognition  agreements  (MRAs),  which  enables  the 
qualifications  of  professional  services  suppliers  to  be  mutually  recog- 
nized by  the  rules  and  regulation  of  the  member  states.  To  date,  there 
are  seven  MRAs  that  have  been  concluded  in  ASEAN,  which  are: 

•  Engineering  Services  (signed  in  December  2005); 

•  Nursing  Services  (signed  in  December  2006); 

•  Architectural  Services  and  Framework  Arrangement  for  the 
Mutual  Recognition  of  Surveying  Qualifications  (both  signed 
in  November  2007); 

•  Medical  Practitioners,  MRA  on  Dental  Practitioners  (signed  in 
February  2009); 

•  MRA  Framework  on  Accountancy  Services  (signed  in  Febru- 
ary 2009). 

MRAs  should  in  theory  facilitate  an  easier  movement  of  skilled 
labor.  There  are,  however,  several  domestic  barriers  that  tend  to  negate 
the  positive  impact  of  MRAs.  Two  of  the  most  binding  are,  first,  many 
ASEAN  member  states  still  impose  nationality  condition  before  issu- 
ing license.  This  is  clear,  for  example,  for  the  MRAs  on  accountancy 
services.  The  traditional  form  of  regulation  is  based  on  the  notion  that 
nationals  are  more  familiar  with  local  rules  than  foreign  suppliers. 
However,  this  regulation  has  gone  out  of  sync  as  countries  align  their 
standards  of  practice  with  international  standards. 

The  second  barrier  is  licensing.  Certain  ASEAN  member  states  re- 
quire professionals  to  have  a  compulsory  membership  in  professional 
association  in  domestic  countries.  This,  however,  might  not  be  criti- 
cal. The  more  important  trade  restrictiveness  that  come  from  licensing 
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does  not  emanate  from  the  requirements  themselves,  but  it  comes  from 
the  divergence  of  these  requirements  across  coimtries.  In  accountancy 
services,  such  divergence  is  pronounced.  Reconciling  differences  in  ed- 
ucation and  experience  requirements  has  been  proven  difficult,  which 
explains  the  lengthy  negotiations  before  a  muhial  recognition  agree- 
ment can  be  forged.  Moreover,  among  ASEAN  member  states,  only  the 
Philippines  has  instituted  reciprocity  arrangements  to  allow  foreign 
professionals  to  practice  in  the  coimtry  provided  they  have  "equiva- 
lent" licensing  requirements  as  the  Philippines'  and  their  home  coun- 
tries accord  reciprocal  privilege  to  Filipino  accountants. 

5.     The  way  forward 

This  paper  addresses  the  topic  of  recent  ASEAN  leaders'  initia- 
tive of  Master  Plan  on  ASEAN  Cormectivity.  The  paper  reviews  the 
current  situation  of  economic  integration  that  imderlines  the  idea  of 
value-chain  connectivity  and  some  key  ASEAN  initiatives  that  support 
the  other  modes  or  elements  of  the  ASEAN  connectivity. 

The  reviews  bring  a  message  that  although  many  has  been 
achieved,  both  in  terms  of  economic  integration  in  ASEAN  region  and 
the  initiatives  put  forward  by  ASEAN  in  the  past  decade  or  so,  there 
are  outcomes  and  effective  implementation  of  the  initiatives  that  need 
to  be  realized.  The  following  outlines  some  recommendations  on  the 
broad  strategy  towards  improving  the  extent  of  economic  integration  - 
or  value-chain  connectivity  -  and  institutional  connectivity. 

The  key  policy  addresses  the  strategy  to  move  forward  with  the 
current  ASEAN  initiatives  in  order  to  strengthen  the  institutional  con- 
nectivity. The  review  in  this  paper  suggests  that  ASEAN  needs  to  ex- 
pedite the  implementation  of  AEC  Blueprint  initiative.  This  has  some 
more  detailed  elements.  Regarding  the  initiatives  on  trade,  stronger 
efforts  are  clearly  needed  to  expedite  liberalization  process  in  this  area. 
In  particular,  credible  actions  are  needed  to  remove  trade  restriction  be- 
yond tariff  reduction,  for  the  trade  in  goods.  This  should  cover  furtlier 
reducing  non-tariff  measures,  streamlining  and  consolidating  rules  of 
origin  within  ASEAN  and  with  free  trade  partner  countries,  harmoniz- 
ing standards  and  strengthening  conformity  assessment  capabilities, 
and  strengthening  trade  facilitation  mechanisms  and  institutions. 
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As  for  trade  in  services,  the  strategy  should  be  focused  on  mak- 
ing more  credible  commitments  in  AFAS.  AFAS  negotiations  have  not 
so  far  created  substantial  liberalization  outcome.  In  a  coherent  way, 
progress  in  the  implementation  of  transport  facilitation  needs  to  be 
expedited;  currently,  the  progress  is  rather  slow.  Among  others,  ef- 
forts to  accelerate  implementation  of  measures  shall  be  taken,  includ- 
ing promoting  consultation  with  stakeholders  in  the  member  states. 
Some  studies  suggest  that  one  factor  contributing  to  the  slow  pace  of 
the  implementation  is  the  lack  of  understanding  from  domestic  stake- 
holder, at  national  level,  on  the  benefit  and  cost  assessment  on  such 
measures. 

Finally,  regarding  the  initiatives  to  achieve  free  flow  of  investment, 
a  framework  firstly  needs  to  be  adopted  to  develop  a  strategic  plan  to 
reduce  investment  barriers,  and  subsequently,  actions  coming  from  the 
plan  needs  to  be  accelerated  and  monitored  at  the  same  time.  As  com- 
monly imderstood,  measures  to  liberalize  investment  regime  could  be 
a  very  difficult  obligations  faced  by  the  member  coimtries,  and  there- 
fore, a  constant  monitoring  system  should  be  in  place  to  guard  a  timely 
investment  liberalization  process. 
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National  and  Concerted  Approaches  to  Rebalancing  for 

Sustained  Growth 
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I.  Introduction 

The  global  economic  crisis  of  2008-09  caused  significant  stress  to 
economies  in  Southeast  Asia.  The  crisis  began  as  a  financial  crisis  in 
the  United  States,  but  quickly  spread  to  other  coimtries.  Balance  sheets 
were  adversely  affected-,  trade  finance  dried  up,  downward  pressure 
on  currencies  emerged  periodically,  and  foreign  direct  investment 
(FDIJ  fell,  all  contributing  to  a  downturn  in  the  ASEAN  region.  The 
more  open  economies  suffered  more,  underscoring  the  drawbacks  as- 
sociated with  an  over-reUance  on  external  demand  for  growth. 

But  it  could  have  been  far  worse.  Reforms  imdertaken  in  re- 
sponse to  the  1997-98  Asian  Financial  Crisis,  in  particular  gover- 
nance in  the  banking  system  and  better  macroprudential  manage- 
ment, including  high-levels  of  foreign  currency  reserves  relative  to 
foreign  debt  exposure,  helped  to  insulate  the  financial  systems  of  the 
region's  economies.  Domestic  banking  crises,  such  as  those  experi- 
enced during  the  1997-98  crisis,  tend  to  be  far  more  damaging  and 
long-lasting  than  externally-generated  shocks  like  the  2008-09  crisis. 
Moreover,  the  more  open  economies  tended  to  recover  more  quickly; 
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in  the  first  quarter  of  2009  the  Singapore  economy  was  contracting  by  9 
percent  compared  to  the  same  period  in  2008,  but  by  early  2010  it  was 
expanding  by  close  to  17  percent  year-on-year. 

Nevertheless,  there  is  room  for  improvement:  that  Southeast  Asia 
should  be  hit  so  hard  by  the  2008-09  economic  crisis  when  it  did  not  par- 
ticipate directly  in  its  origins  has  led  policymakers  to  begin  addressing 
vulnerabilities  and  put  in  place  reforms  to  sustain  future  growth.  In- 
deed, reforms  that  were  delayed  in  the  aftermath  of  the  financial  crisis  in 
Asia  in  1997-98  -  in  particular  the  implementation  of  policies  necessary 
to  boost  competitiveness  in  the  region  -  remain  "unfinished  business." 

This  article  considers  the  policies  that  can  help  facilitate  regional  're- 
balancing' as  a  means  of  sustaining  the  recovery  and  discusses  how  re- 
gional economic  cooperation  can  help  in  the  process.  Section  II  surveys 
the  ramifications  of  the  global  economic  crisis  for  ASEAN  economies. 
While  the  effects  were  asymmetric,  all  coimtries  experienced  significant 
shocks.  Section  in  underscores  the  importance  of  rebalancing  ASEAN 
economies  via  policy  reform.  Finally,  Section  IV  offers  some  conclud- 
ing comments  and  expounds  how  ASEAN  economic  cooperation,  in 
particular  via  the  ASEAN  Economic  Commimity  (AEC),  can  contri- 
bute significantly  to  the  creation  of  balanced  growth  in  the  future. 

11.    The  ASEAN  experience  in  the  global  economic  crisis 

Analysis  of  the  individual  ASEAN  country  experiences  during  the 
most  recent  economic  crisis  can  be  useful  in  assessing  policy  prescrip- 
tions for  sustained  regional  growth  going  forward. 

a.     Growth  fell  during  the  crisis,  but  it  is  making  a  recovery 

The  macro  consequences  of  the  global  economic  crisis  in  the  ASEAN 
region  are  clear  (Table  1 ) .  None  of  the  ASEAN  economies  grew  more  in2009 
than  at  the  onset  of  the  global  economic  crisis,  except  Brunei  Darussalam 
(which  contracted  somewhat  less  in  2009  than  in  2008)  and  Myanmar. 
Moreover,  ASEAN  economies  that  fared  the  worst  in  terms  of  eco- 
nomic growth  in  2009  (Cambodia,  Malaysia,  Singapore,  and  Thailand) 
generally  depend  more  on  exports  than  the  other  ASEAN  economies. 
In  part,  this  is  due  to  the  rise  of  vertical  integration  and  product  frag- 
mentation in  Asia,  which  increased  the  trade  and  investment  linkages 
with  other  economies  and  multiplied  the  impact  of  the  trade  collapse. 
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Table  1.  GDP  growth 
(percent  change  from  previous  period) 


1990-1996 

1997-2003 

2004 

2005 

2006 

2007 

2008 

2009 

Brunei  Darussalam 

2.8 

1.9 

0.5 

0.4 

4.4 

0.2 

-1.9 

-0.5 

Cambodia 

5.8 

7.8 

10.3 

13.3 

10.8 

10.2 

6.7 

-2.0 

indonesia 

8.0 

1.5 

5.0 

5.7 

5.5 

6.3 

6.0 

4.5 

Laos 

IVIaiaysia 

iVIyanmar 

6.5 
9.5 
5.5 

5.6 
3.8 
10.5 

7.0 
6.8 
13.6 

6.8 
5.3 
13.6 

8.6 
5.8 
13.1 

7.8 

7.8 

7.6 

6.5 
12.0 

4.7 
10.2 

-1.7 
10.4 

Plnilippines 

2.8 

3.4 

6.4 

5.0 

5.3 

7.1 

3.7 

1.1 

Singapore* 

8.7 

4.2 

9.2 

7.4 

8.6 

8.5 

1.8 

-1.3 

Thailand 

8.6 

1.7 

6.3 

4.6 

5.1 

4.9 

2.5 

-2.3 

Vietnam 

7.9 

6.7 

7.8 

8.4 

8.2 

8.5 

6.3 

5.3 

Source:  Asian  Development  Bank's  Statistical  Database  System  (SDBS). 
■^Source:  Singapore  Department  of  Statistics. 


Some  ASEAN  economies,  in  particular  Singapore  and  Malaysia, 
implemented  significant  stimulus  programs  to  alleviate  the  effect  of 
the  crisis  on  the  domestic  economy.  The  transitional  ASEAN  econo- 
mies faced  a  somewhat  more  difficult  dilemma,  given  the  combina- 
tion of  current  account  deficits,  relatively  small  financial  markets,  open 
current  accounts,  and  currencies  that  are  not  heavily  traded  (if  at  all). 
The  potential  for  capital  outflows  in  the  direction  of  hard  currencies 
meant  that  these  economies  needed  to  strike  the  right  balance  be- 
tween stimulus  and  currency  depreciation.  Worries  about  fluctuations 
in  ASEAN  exchange  rates  also  loomed  large  for  some  of  the  bigger 
ASEAN  cotmtries  as  well  (e.g.  Indonesia),  but  by  2009  the  modest  cur- 
rency depreciation  that  resulted  had  generally  been  a  boon  to  export- 
ers, helping  to  lay  the  foundation  for  renewed  growth. 

Indeed,  growth  appears  to  have  picked  up  significantly  in  the  re- 
covery period.  Growth  in  Singapore  in  2010,  for  instance,  is  predicted 
to  increase  by  15  percent  and  continue  in  the  range  of  4-6  percent  in 
2011.  Stronger  growth  in  2010  in  Singapore  and  other  ASEAN  econo- 
mies is  in  part  a  response  to  the  significant  stimulus  packages  that  were 
implemented,  particularly  in  Singapore  and  Malaysia,  to  combat  tlie 
effects  of  the  crisis.  Notwithstanding  the  fact  tliat  the  effects  of  regional 
stimulus  programs  will  taper  off,  the  medium-term  outlook  is  bright 
for  the  largest  economies  in  the  ASEAN  region  (Figure  1),  in  particular 
Indonesia  and  Vietnam. 
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Figure  1.  Medium-term  growth  forecasts  for  six  ASEAN  economies 

(2010  and  2015) 


Source:  Southeast  Asian  Outlook  (OECD,  2010). 


However,  while  medium-term  growth  forecasts  for  the  six  larg- 
est ASEAN  coimtries  are  higher  than  in  most  OECD  economies,  they 
are  nevertheless  lower  than  in  some  other  emerging  economies,  such 
as  China.  Increasing  competitiveness  vis-a-vis  other  countries  in  Asia, 
in  particular  China,  will  be  an  important  component  of  securing  ASE- 
AN's  future  growth.  Many  ASEAN  coimtries  must  also  become  less 
reliant  on  exports  to  OECD  coimtries  (e.g.  Japan,  the  US,  and  Europe) 
for  growth.  This  means  rebalancing  demand  toward  domestic  and 
intra- ASEAN  sources  through  increases  in  domestic  investment  and 
consumption,  particularly  in  the  larger  and  more  developed  ASEAN 
economies.  It  also  entails  deeper  regional  integration,  driven  by  the 
ambitious  commitment  to  create  the  AEC  by  2015. 

b.     Macroeconomic  imbalances  emerged  in  the  crisis  and  persist  in  the  re- 
covery 

Current  account  'imbalances'  emerged  as  an  important  policy  is- 
sue in  the  most  recent  crisis.  While  the  concerns  about  global  imbal- 
ances are  not  new,  the  perceived  need  to  'rebalance'  by  reducing  large 
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surpluses  and  deficits  has  become  more  pronounced  and  accepted  as 
a  necessary  feature  of  the  reform  efforts  to  ensure  stable,  sustained 
growth  in  the  recovery.  This  is  in  part  because,  at  the  most  basic  level, 
all  economies  can  be  affected  by  excessive  imbalances,  whether  or  not 
they  possess  large  deficits  or  surpluses,  through  the  inter-linkages  in 
the  global  trading  system. 

Looking  back  to  the  Asian  financial  crisis,  external  and  internal 
stresses  directly  impacted  the  ASEAN  economies'  current  account  ba- 
lances (Figure  2).  As  a  region,  ASEAN  economies  evolved  from  per- 
sistent current  account  deficits  (net  borrowers)  prior  to  1997,  to  con- 
sistently high  current  account  surpluses  (net  creditors)  after  the  crisis 
abated.  But  this  average  masks  large  differences  among  cotmtries.  For 
example,  Cambodia  (-7.5  percent  in  2008)  and  Vietnam  (-11.8  percent 
in  2008)  have  run  persistent  current  accoimt  deficits  during  the  entire 
period,  while  Singapore  (19  percent  in  2009)  and  Malaysia  (16.5  per- 
cent in  2009)  have  run  persistently  large  surpluses.  The  other  ASEAN 
economies  tend  to  have  much  smaller  surpluses  and  deficits. 

Figure  2.  Current  account  balance  as  a  share  of  GDP: 
Selected  ASEAN  Member  Economies  (1990-2008) 


Indonesia  —  --Malaysia   » -  Philippines  ■»»«»  "Thailand  «===Singapore  Vietnam 


\  ■%  %  \  \  %  \  ■%  \  \  %  %  %  %  \  %  \  %  \  \ 

Source:    ADB  Statistics  Database  for  all  countries  except  Singapore.  For  Si- 
ngapore, data  comes  from  the  ADB  Outlook,  various  years. 


In  2008,  all  of  the  ASEAN  economies  show  a  positive  net  trade 
in  goods  in  the  current  account  except  for  Cambodia,  the  Philippines 
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and  Vietnam;  six  out  of  the  ten  ASEAN  coLintries  also  post  a  negative 
services  balance  in  the  current  account  except  for  Cambodia,  Malaysia 
(albeit  quite  small),  the  Philippines,  and  Singapore.  A  strong  appetite 
for  imports,  driven  by  tariff  cuts,  robust  growth  rates,  and  significant 
investment  in  infrastructure,  has  led  to  persistent  current  account  defi- 
cits in  Vietnam.  Perhaps  unsurprisingly,  the  single  largest  component 
of  the  Philippines'  current  account  is  a  new  (positive)  balance  of  cur- 
rent transfers  (remittances);  conversely,  Thailand  has  a  notably  large 
negative  net  income  component  in  its  current  account.  This  general 
pattern  is  consistent  with  the  'typical'  development  trajectory  of  less 
developed  countries  concentrating  in  manufacturing  exports  while 
higher  income  coimtries  move  toward  greater  exports  of  services. 

ASEAN  economies  that  fared  better  during  and  since  the  global 
financial  crisis  tended  to  have  a  higher  share  of  domestic  consiimption 
in  GDP  in  2007,  the  year  immediately  preceding  the  crisis  (Figure  3). 
Vietnam,  for  example,  represents  the  coimtry  with  the  highest  share, 
and  it  posted  impressive  growth  of  5.3  percent  in  2009.  Laos  and  the 
Philippines  show  a  similar  pattern,  hi  contrast,  economies  with  lower 
shares  of  domestic  consumption  in  GDP  have  been  harder  hit  (e.g. 
Singapore,  Malaysia,  and  Bnmei  Darussalam). 


Figure  3.  Consumption  in  the  ASEAN  region  (share  of  GDP) 

■  General  government  final  consumption  expenditure  (%  of  GDP)      □Household  final  consumption  expenditure  (%  of  GDP) 


Source  World  Bank  Development  Indicators. 
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Investment  -  from  domestic  and  foreign  sources  -  plays  an  impor- 
tant role  in  regional  growth  and  development.  ASEAN  countries  that 
fared  better  in  the  crisis  showed  an  increase  in  gross  domestic  invest- 
ment despite  the  stresses  in  the  global  economy;  remarkably  Indonesia 
posted  an  almost  20  percent  increase  in  domestic  investment  over  the 
period  2007-2009  (Table  2,  Panel  A).  In  the  ASEAN  region,  inveshnent 
in  economies  that  are  finding  recovery  more  challenging  has  declined, 
in  some  cases  dramatically  Malaysia,  for  instance,  experienced  a  more 
than  50  percent  decline  in  gross  domestic  investment  during  the  crisis. 
Singapore  represents  an  exception,  as  it  has  been  one  of  the  hardest 
hit  ASEAN  economies  in  the  most  recent  crisis,  yet  it  still  shows  an 
increase  in  domestic  investment. 


Table  2.  Investment  in  the  ASEAN 
Panel  A.  Gross  domestic  investment  as  a  share  of  GDP 


2005 

2006 

2007 

2008 

2009 

Brunei  Darussalam 

11.37 

10.44 

12.98 

13.67 

n/a 

Cambodia 

18.47 

20.55 

20.78 

18.47 

n/a 

Indonesia 

25.08 

25.40 

24.92 

27.80 

30.97 

Malaysia 

19.99 

20.45 

21.68 

19.13 

14.01 

Philippines 

14.58 

1451 

15.38 

15.24 

13.96 

Singapore 

19.87 

20.27 

20.70 

30.10 

27.55 

Thailand 

31.44 

28.28 

26.43 

28.87 

21.86 

Vietnam 

35.57 

36.81 

43.13 

41.13 

n/a 

Panel  B.  Foreign  direct  investment  as  a  share  of  GDP 


2005 

2006 

2007 

2008 

2009 

Brunei  Darussalam 

1.84 

0.61 

Cambodia 

5.97 

6.54 

9.50 

7.88 

5.91 

Indonesia 

2.92 

1.35 

1.60 

1.83 

0.98 

^Laos 

18.36 

18.45 

17.96 

16.55 

11.47 

Malaysia 

2.95 

3.87 

4.55 

3.27 

0.84 

Philippines 

1.88 

2.49 

2.02 

0.92 

1.21 

Singapore 

12.33 

20.03 

20.24 

5.64 

8.97 

Thailand 

4.56 

4.56 

4.59 

3.15 

2.33 

Vietnam 

2.70 

2.88 

9.22 

10.24 

7.51 

Note  :  Data  on  gross  domestic  investment  is  unavailable  for  Laos. 
Source:  ADB  Outlook  2010  and  World  Bank  Development  Indicators. 
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FDI,  which  plays  a  pivotal  role  in  increasing  domestic  produc- 
tivity through  technology  transfer,  was  also  hit  substantially  over  the 
2008-09  period  for  most  countries  (Table  1,  Panel  B),  particularly  the 
more  open  economies  of  Singapore,  Thailand  and  Malaysia. 

Exchange  rate  regimes  in  the  ASEAN  region  have  evolved  mar- 
kedly since  the  onset  of  the  Asian  financial  crisis  with  a  movement 
from  fixed  or  quasi-fixed  pegs  to  the  US  dollar  toward  more  flexible 
arrangements.  But  governments  have  not  been  uniformly  consistent 
in  allowing  market  forces  alone  to  determine  exchange  rates.  For 
example,  since  the  Asian  financial  crisis  exchange  rate  variability  in 
many  of  the  ASEAN  economies  has  been  lower  than  many  OECD 
coimtries  from  both  a  nominal  and  a  trade-weighted  perspective. 
Indonesia's  exchange  rate  appears  to  have  been  more  flexible  than  some 
of  its  ASEAN  counterparts,  such  as  Malaysia,  the  Philippines,  Thailand 
and  Singapore.  In  response  to  market  movements  during  the  global  eco- 
nomic crisis,  ASEAN  governments  repeatedly  and  sometimes  heavily 
intervened  in  the  foreign-exchange  market  to  reduce  exchange  rate 
movements.  As  a  result>rf  oreign  exchange  reserves  have  increased  signif- 
icantly since  2008  and  most  ASEAN  country  currencies  are  trading  about 
5-10  percent  higher  on  a  nominal  effective  basis  when  compared  to  2007. 
In  contrast,  ASEAN  currencies  have  generally  fallen  (modestly)  against 
the  Chinese  renminbi. 

ASEAN  economies  closely  watch  exchange  rate  fluctuations  be- 
cause of  the  volatility  that  can  result  from  surges  in  capital  inflows, 
which  can  have  a  potentially  damaging  impact  on  domestic  financial 
markets.  Even  the  International  Monetary  Fimd,  once  a  strong  advo- 
cate of  open  capital  controls,  now  suggests  that  capital  controls  may 
indeed  be  appropriate  on  a  temporary  basis.  Looking  ahead,  ASEAN 
economies  would  be  well-served  to  cooperate  on  exchange  rate  policy 
and  the  surveillance  of  financial  markets  to  help  manage  capital  flows, 
thus  facilitating  less  volatile  movements  in  exchange  rates  and  dimin- 
ishing the  harmful  effects  on  competitiveness. 

///.   Which  reforms  are  needed  to  ensure  balanced,  sustained  growth  in  the 
ASEAN  region? 

Rebalancing  represents  an  important  component  of  ensuring  sus- 
tained growth  in  the  ASEAN  region.  As  was  borne  out  by  the  ASEAN 
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experience  in  the  most  recent  economic  crisis,  over-reliance  on  external 
sources  of  export  growth  can  be  risky.  Limiting  volatility  in  financial 
markets  and  finding  new  sources  of  demand  outside  of  the  United 
States,  Europe  and  Japan,  are  further  motivating  factors  for  rebalan- 
cing in  ASEAN  economies.  More  balanced  growth  would  entail  higher 
spending  by  households  (personal  consumption)  and  governments 
(social  spending),  which  may  help  to  reduce  poverty  and  spread  more 
widely  the  benefits  of  the  ASEAN  region's  economic  gains.  This  se- 
ction outlines  the  types  of  policies  that  may  be  useful  in  rebalancing 
growth  in  ASEAN  economies  at  the  national  level.  We  discuss  regional 
policies  in  the  concluding  section. 

a.     Trade  policies 

The  rise  of  intra-firm  trade  in  the  region  and  the  subsequent  chang- 
es in  trade  patterns  amplifies  external  shocks  in  the  coimtries  that  are 
export-dependent.  In  general,  ASEAN  has  an  outward-oriented  strat- 
egy, and  international  trade  has  been  driving  structural  change  in  the 
region.  The  combination  of  ambitious  and  successful  reforms  aimed  at 
improving  economic  performance  and  the  rise  of  intra-industry  trade  in 
Asia  has  contributed  to  structural  change.  For  Singapore,  Thailand,  and 
Malaysia,  intra-industry  trade  constitutes  over  half  of  trade  with  Asia, 
and  for  hidonesia  and  the  Philippines  between  one-third  and  two-fifths. 
This  is  a  remarkable  increase  from  just  10  years  ago,  when  no  coiin- 
try's  share  exceeded  about  one-third.  As  a  result,  trade  will  affect  the 
ASEAN  region  more  intensely  due  to  intraregional  trade  and  the  prev- 
alence of  production  networks. 

Trade  within  the  ASEAN  region  is  facilitated  by  open  trade  re- 
gimes (Table  3).  Notably,  Singapore  imposes  almost  no  tariffs,  apart 
from  a  small  levy  of  2.5  percent  on  beverages  and  tobacco.  Brunei  Dar- 
ussalam  also  applies  tariffs  in  relatively  few  categories  of  manufactures, 
with  the  highest  of  around  14  percent  levied  on  electrical  machinery. 
In  general,  tariffs  are  higher  in  agriculture  than  in  manufacturing,  witli 
several  exceptions  (e.g.  electrical  equipment  and  transport  machinery 
for  certain  countries). 
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Table  3.  Average  MFN  applied  tariffs 
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Source:  WTO  Statistics. 


While  further  redueing  barriers  to  agriculture  and  manufactures, 
particularly  in  the  product  categories  in  which  tariff  peaks  exist,  can 
be  useful  in  reducing  distortions  in  the  domestic  economy,  it  is  in  the 
services  sectors  that  deeper  reforms  can  be  made.  Services  represent 
around  20-30  percent  of  value-added  in  GDP  in  ASEAN  economies. 
Services  are  critical  to  the  manufacture  of  goods  and  the  production  of 
agriculture  commodities,  and  facilitate  trade  (e.g.  logistics  and  trans- 
port services).  But  in  many  developing  cotintries,  productivity  in  ser- 
vices is  low,  variety  is  limited,  and  markets  are  highly  protected. 

Other  business  services,  transport,  and  travel  services  represent 
the  lion's  share  of  ASEAN  services  exports  (aroimd  85  percent  in  2008) 
and  imports  (75  percent  in  2008).  On  balance,  the  region  shows  a  net 
services  trade  deficit.  Given  the  importance  of  services  for  facilitating 
trade  and  the  fact  that  it  has  generally  received  less  attention  than  agri- 
culture and  manufacturing  in  the  context  of  ASEAN  economic  coope- 
ration, we  argue  that  ASEAN  economies  should  place  a  strong  empha- 
sis on  services  liberalization. 

Tourism  is  an  important  services  sector  in  many  developing 
countries,  and  it  represents  one  of  the  three  priority  services  sectors  in 
ASEAN  cooperation.  Figures  for  2008  show  that  almost  75  percent  of 
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all  of  Cambodia's  services  exports  are  in  the  travel  category  (broadly 
defined  as  business  travel  and  tourism),  with  transport  making  up  14 
percent.  This  may  be  a  sector  for  ASEAN  to  target,  as  tourism  may  be 


Box  1.  Tourism  linkages  in  Indonesia 


Indonesia  is  diaraclerised  by  a  growing  tourism  sector;  it  is  ranlced  1-'  in  Southeast  Asia  in  absolute  si/e  and  is 
expected  to  represent  6  percent  of  GDP  in  the  next  ten  years  (WTTC,  2010).a  Gelo.so  Grosso  et  al  (2007)  carry 
out  tourism  linkage  analysis  for  three  developing  countries,  including  Indonesia.  Backward  linkages  gauge  the 
importance  of  die  tourism  sector  as  a  demander  of  inputs  from  otlier  industries.  In  contrast,  forward  linkages 
gauge  tlie  importance  of  tourism  as  a  supplier  (or  input)  to  other  industries. 

Linkage  analysis  recognises  that  changes  in  demand  have  both  a  direct  and  an  indirect  effect  on  the  economy 
loT  example,  tounsts  spend  money  in  certain  sectors  (direct  effect)  and  these  sectors  in  turn  purchase  goods 
and  services  from  other  sectors  (indirect  effect).  Tlius,  a  change  in  tourist  demand  affects  an  economy  in  ways 
that  may  be  less  than,  equal  to,  or  greater  than  the  iniHal  value  of  the  change  in  demand.  Linkage  values 
exceeding  1  indicate  important  multiplier  effects  and  facilitate  technology  transfer  within  an  economy. 

Using  a  country's  Tourism  Satellite  Account  (ISA),  the  authors  create  a  composite  "tourism"  industry  and 
analyse  the  backward  and  forward  linkages  between  "tourism"  (as  a  whole)  and  the  other  industries  in  the 
economy. 

Indonesia's  linkages,  2000 
.Backward  Linkages 


Taunsm 

Olher  services;  Privately  employed  person?; 

Healtli  A  social  work 
Education 
Public  admin,  &  defence 
Other  business  aclrvHies 
Research  &  devBlopmenl 
Compuler  &  related  aclfvilie-'^ 
Renlirig  of  machinery  &  equipment;  Real  estale  adivilies  (non-touri-^mj 
Finance  &  insurance 
Post  &  telecom munication'! 
Supporltng  Iransporl  octivilies  (non-lourisml 
Air  transport  (non-tounsm) 
Water  transport  (norvlourism) 
Land  transport;  transport  via  pipelines  (non-lourism) 
Hotels  &  restaurants  (non-tourism) 
WliolesalB  &  retail  trade:  Repairs^ 
Conslrucljon_ 

Collection,  purification  and  distribution  of  water 
Steam  and  hot  water  supply 
Manufacture  of  gas;  distribution  of  gaseous  fuels  Ihrough  mains 
PnDduclion,  collection  and  distribution  of  electridty^ 
Manufacturing  (avBrBge]_  ' 
Mining  arKl  quarrying 
Agtiajiture.  hunting,  forestry  and  fishing 


■■I 


Forward  Lmkages 


Tourism 

Other  sendees;  Privataly  employed  persons 
Health  &  social  worh 
Education 
Public  odmin.  &  defonce_ 
Other  business  activities 
Rflseorch  *  development 
Computer  &  rBlnled  activities 
Renting  of  mnchinery  &  oqulpmenl;  Real  estate  activities  (non-tourlsmj 
Rnanco  &  ln8uranco_ 
Post  &  lelecommunicntions 
Supporting  transport  ndivilie.t  (non-tourism) 
Air  transport  (non-lourism) 
Wnlor  transport  (non-loud wn) 
Lond  tmnsport:  tronsporl  via  pIpoUnes  {norvtouriQm) 
Hotule  &  reslniirantii  (non-loufinm} 
Wliolnsnlrt  A  rataii  tmdo;  Ropnlri 
Connlruciion 

Colkiclfon,  purlflcntion  and  dliilrlliulion  ofwjii... 

Sloitni  iind  hoi  walitr  supplv 
Mnnufiicliini  of  gnn;  dlRlrlbiillon  o(  gnftnotiti  funis  Ihrounli  rnnln 
Pnxludlon.  oolhtction  nnd  dlstrlbiitlcHi  ot  <y\«rM..  ity 
Manufnclurinri  (Mvi>ini]r.) 
Mining  nnd  quiitiyiiiij 
Agriculture,  hunting,  forestry  nnd  fintiing 


I 


The  ChaUenge  of  Policy  Reform  in  Post-Crisis  ASEAN: 


427 


The  figure  shows  that  the  backward  linkage  for  tourism  in  Indonesia,  at  1.05,  is  the  strongest  backward  linkage 
for  tourism  among  the  countries  studied.  This  implies  that  a  one  unit  increase  in  final  demand  for  tourism 
output  generates  on  average  a  0.05  unit  increase  in  demand  for  intermediate  inputs  from  upstream  suppliers.  In 
fact,  only  four  other  sectors  have  a  higher  backward  linkage  in  the  Indonesian  economy.  Indonesia's  forward 
linkage  (1.44)  is  also  more  markedly  above  1  than  the  other  two  countries  studied  (India  and  Brazil).  This 
means  that  a  one  unit  increase  in  tourism  demand  generates  on  average  a  0.44  unit  increase  in  sales  to 
downstream  buyers.  Both  tlie  backward  and  forward  linkages  for  the  tourism  sector  in  Indonesia  are  also  well 
above  the  average  services  sector  in  the  economy,  with  the  forward  linkage  being  particularly  strong  when 
compared  to  the  average  service  sector  (0.84).  Thus,  increased  demand  for  tourism  services  in  Indonesia  is 
expected  to  result  in  higher  than  average  demand  in  other  sectors  of  the  economy. 

World  Travel  and  Tourism  Council  (WTTC),  Travel  and  Tourism  Economic  Impact:  Indonesia  (London,  England: 
WITC,  2010),  pp.  3-5. 

Source:  Adapted  from  Massimo  Geloso  Grosso,  Molly  Lesher  and  Enrico  Pinali,  "Services  Trade  Liberalizaldon 
and  Tourism  Development,"  OECD  Trade  Policy  Working  Paper,  No.  57  (November  2007). 


among  the  most  interconnected  services  sectors,  thus  implying  scope 
for  technology-related  spillovers  in  the  economy  (see  Box  1). 

Within  the  ASEAN  framework,  ASEAN  Members  signed  a  frame- 
work agreement  for  the  intra-regional  liberalization  of  services  in  1995 
(the  ASEAN  Framework  Agreement  on  Services  (AFAS)),  which  pro- 
vides a  blueprint  for  services  trade  liberalization  in  the  region.  Since 
1995,  several  "packages^  of  commitments  have  been  negotiated  on  a 
sectoral  basis  in  sectors  such  as  air  transport,  financial  services,  con- 
struction, telecommunications  and  tourism  services,  among  others. 
But  progress  has  been  limited,  and  more  can  be  done,  particularly  in 
the  context  of  realizing  the  AEC  by  2015.  The  prospect  of  positive  spill- 
overs in  the  domestic  economy  is  certainly  a  compelling  argument  for 
liberalizing  services  trade  barriers  in  the  ASEAN  region. 

b.     Increasing  competitiveness  is  key  to  realizing  sustained  and  balanced 
growth 

Rebalancing  demand  in  the  region  will  depend  on  improving  pro- 
ductivity growth  and  competitiveness.  ASEAN's  diversity  is  clearly 
evident  when  assessing  competitiveness  across  economies  (Table  4).^ 
Out  of  the  almost  140  economies  surveyed,  ASEAN  includes  one  of  the 
world's  least  competitive  economies  (Cambodia)  as  well  as  one  of  the 
world's  most  competitive  economies  (Singapore).  Compared  to  China, 
only  Malaysia  and  Singapore  is  more  competitive  overall,  suggesting 


'  Competitiveness  here  is  defined  as  the  set  of  policies  and  other  factors  (such  as  the  quality  of 
institutions)  that  affect  the  level  of  productivity  in  an  economy. 
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that  the  ASEAN  region  as  a  whole  would  benefit  from  a  stronger  focus 
on  productivity  and  competition  issues. 


Table  4.  Global  Competitiveness  Index,  2010 
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35 

Vietnam 

59 

83 

iChina 

27  ! 

50 

Source  :    Global  Competitiveness  Report  2010,  World  Eco- 
nomic Forum. 

Note     :    Rankings  are  out  of  139  economies,  with  1  being 
the  most  competitive. 


Labor  market  productivity  in  particular  is  a  key  factor  for  poli- 
cymakers to  consider.  In  contrast  to  China  and  India,  ASEAN's  labor 
productivity  declined  during  the  crisis.  The  ASEAN  region  contracted 
by  0.3  percent  while  labour  productivity  rose  in  China  (8.7  percent) 
and  India  (4  percent).^ 

Infrastructure  has  emerged  as  an  important  component  of  boost- 
ing the  ASEAN  region's  competitiveness.  Table  4  shows  that  apart 
from  Thailand,  ASEAN  economies'  competitiveness  in  tlie  infrastruc- 
ture component  of  the  Global  Competitiveness  Index  is  lower  than  its 
overall  score.^  An  efficient  infrastructure  network  is  critical  for  ensur- 
ing that  the  economy  can  function  effectively,  and  it  plays  a  salient  role 


^  International  Labor  Organization  (ILO),  Labor  and  Social  TYeiids  in  ASEAN  2010:  Sustainins  Re- 
covery through  Decent  Work  (Geneva:  ILO,  2010),  p.  19. 

'  There  are  12  pillars  in  the  Global  Competitiveness  Index:  Institutions,  inlTastructure,  macro- 
economic  environment,  health  and  primary  education,  higher  education  and  training,  efficient 
markets,  labor  market  efficiency,  financial  market  development,  technological  readiness,  mar- 
ket size,  innovation,  and  business  sophistication. 
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in  a  firm's  decision  on  where  to  locate  various  activities  in  the  produc- 
tion chain.  Importantly  for  widely-dispersed  countries  (e.g.  Indone- 
sia), a  well-developed  infrastructure  diminishes  the  effect  of  distance 
between  regions,  integrates  the  national  market  and  links  the  country 
to  international  markets.  A  well-developed  transportation  network. 

Box  2.  Investing  in  infrastructure  would  raise  Indonesia's  competitiveness 

In  Indonesia,  infrastructure  development  is  of  particular  concern.  Trucking  costs,  at  25  percent  of  distribution 
costs,  are  high,  especially  in  comparison  with  other  countries  in  tine  region  such  as  Malaysia  or  Thailand/  A 
recently  published  survey  on  tlie  per  kilometre  cost  of  moving  goods  by  truck  shows  that  it  is  50  percent  higher 
in  Indonesia  than  the  Asian  average.'*  The  largest  component  is  not  surprisingly  fuel,  but  legal  and  illegal  levies 
also  make  up  a  chunk  roughly  equal  to  tlie  compensation  of  drivers.  These  levies  comprise  transit  fees  (46 
percent),  weigh  stations  fees  (32  percent)  and  bribes  to  police  and  local  groups  for  protection.  At  weigh  stations, 
only  overweight  trucks  are  supposed  to  pay  a  fine  (20  percent  actually  do),  but  given  that  the  majority  of  trucks 
are  overloaded,  84  percent  of  drivers  pay  bribes  to  avoid  fines. 

Compared  to  other  countries  in  the  region,  the  maritime  transport  costs  of  a  20'  container  to  Yokohama  in  Japan 
are  substantially  higher  from  Tanjung  Priok  in  Indonesia,  almost  50  percent  higher  than  from  Manila,  10 
percent  higher  than  from  Singapore  and  20  percent  higher  than  from  Malaysia.^  Inefficient  transport  links 
impose  both  material  costs  as  well  costs  associated  with  extended  transportation  time.  From  Tanjung  Priok,  the 
closest  port  to  Jakarta  and  one  of  Indonesia's  major  ports,  it  takes  about  21  days  for  a  ship  to  reach  Europe  or 
the  west  coast  of  the  United  States.  Most  ships  heading  for  Europe  or  America  travel  via  Singapore,  which  is 
about  a  2-3  day  trip  from  Tanjung  Priok,  but  may  be  as  long  as  4-5  days  if  containers  need  to  be  reloaded  onto 
another  ship.  Ships  heading  for  Japan  (Yokohama)  often  call  at  Shenzhen  or  Manila  and  the  trip  takes  about  11 
days,  about  50  percent  longer  than  from  Malaysia,  Singapore  and  Vietnam  and  about  double  the  time  from 
South  Qiina  or  the  Philippines." 

Port  congestion,  long  clearing  processes  and  high  charges  add  to  these  costs.  Congestion  is  partiy  due  to  port 
design  and  partly  to  long  handling  procedures.  In  Tanjung  Priok,  the  proximity  of  the  container  depot  to  the 
port  appears  to  contribute  to  congestion.  In  an  attempt  to  rationalise  the  clearing  process  and  handle  exports 
and  imports  in  a  more  efficient  way,  the  government  reduced  the  number  of  ports  that  are  authorised  to  handle 
foreign  trade  from  141  to  25.  Indonesia  also  began  to  implement  a  single  window  for  trade  witii  the  inita'ation  of 
a  pilot  project  in  Tanjung  Priok  in  December  2007.  The  pilot  project  links  five  government  agencies  involved  in 
import  clearance  electronically,  so  that  low  risk  importers  can  obtain  all  five  clearances  through  a  single  contact. 
These  trade  facilitating  measures  should  make  the  process  more  transparent  and  efficient. 

Distribution  costs  (including  procurement,  the  intra-firm  movement  of  goods  and  the  distribution  of 
manufactures)  represent  around  14  percent  of  production  costs.  This  is  relatively  high,  with  terminal  handling 
charges,  trucking,  documentation  and  service  charges  making  up  90  percent  of  these  costs.  The  largest  single 
component  is  terminal  handling  charges,  with  a  48  percent  share.  In  2005,  the  government  intervened  to  reduce 
terminal  handling  charges.  The  extent  of  the  reduction  was  somewhat  larger  for  20'  containers  than  for  40' 
containers.  According  to  the  Asia  Shippers'  Coundl,  it  helped  to  save  tens  of  thousands  of  jobs  in  labour- 
intensive  manufacturing  industries  where  shipping  costs  are  reducing  comparative  advantage  Uie  most. 
Nevertheless,  terminal  handling  charges  for  20'  containers  still  remain  high  compared  to  those  in  Malaysia, 
Philippines,  Singapore,  Thailand  or  Vietnam. 

Japan  External  Trade  Organization  QETRO),  ASEAN  Butsuryu  Nettowaku  Mappu  (Logistics  Network  Map  of 
ASEAN),  in  Japanese,  (Tokyo:  JETRO,  2007). 

"  Asia  Foundation,  "The  Cost  of  Moving  Goods  -  Road  Transportation,  Regulations  and  Charges  in  Indonesia," 
(San  Francisco:  Asia  Foundation,  2008),  accessed  30  November  2010, 
http://asiafoundaHon.org/pubIicaHons/pdf/273. 

^  Japan  External  Trade  OrganizaHon  (JfiTRO),  ASEAN  Butsuryu  NettmvBku  Mappu  (Logistics  Network  Map  of 
ASEAN),  In  Japanese,  (Tokyo:  JE  TRO,  2(K)7). 
"  Ibid. 

Source:  Adapted  from  Margit  Molnarand  Molly  Losher,  "Recovery  and  Beyond:  Enhancing  Competitiveness 
to  Realise  Indonesia's  Trade  I'otonHal,"  OECD  Trade  Policy  Working  Paper,  No.  82  (December  2008). 
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for  instance,  also  facilitates  firms'  ability  to  get  goods  and  services  to 
market  in  a  secure  and  timely  manner. 

The  necessity  of  infrastructure  investment  has  not  escaped  the 
ASEAN  economies.  It  is  precisely  because  of  a  collective  recognition  of 
the  importance  of  infrasti^uchire  development  to  sustained  economic 
growth  that  so  many  of  the  ASEAN  stimulus  packages  included  an 
infrastructure  spending  component  (see,  for  example,  Cambodia,  In- 
donesia, Malaysia,  the  Philippines  and  Thailand). 

c.     Business  environment 

ASEAN  economies  can  also  increase  competitiveness  by  impro- 
ving the  business  environment,  particularly  for  small-  and  medium- 
sized  enterprises  (SMEs).  While  Singapore  ranks  highest  in  the  World 
Bank's  most  recent  survey  for  ease  of  doing  business,  Cambodia  and 
the  Philippines  rank  toward  the  bottom  world-wide  (Table  5).  And 
there  are  only  12  countries  surveyed  where  it  is  harder  to  do  business 
than  in  Laos. 

Table  5.  Doing  Business  with  the  ASEAN,  2010 


Ease  of 
Doing 
Business 
Rank 

Starting  a 
Business 

Dealing  with 
Construction 
Pemnits 

Registering 
Property 

Getting 
Credit 

Protecting 
Inwstors 

Paying 
Taxes 

Trading 
Across 
Borders 

EnftDTCing 
Contracts 

Closing  a 
Business* 

Singapore 

1 

4 

2 

15 

6 

2 

4 

1 

13 

2 

Thailand 

19 

95 

12 

19 

72 

12 

91 

12 

25 

46 

Malaysia 

21 

113 

ICS 

60 

1 

4 

23 

37 

59 

55 

Vietnam 

78 

100 

62 

43 

15 

173 

124 

63 

31 

124 

ASEAN  average 

91 

113 

82 

89 

77 

83 

77 

62 

90 

103 

Brunei  Damssalam 

112 

133 

74 

183 

116 

120 

22 

52 

159 

42 

Indonesia 

121 

155 

60 

98 

116 

44 

130 

47 

154 

142 

i^mbodja 

147 

170 

146 

117 

89 

74 

57 

118 

142 

183 

Philippines 

148 

156 

156 

102 

128 

132 

124 

61 

118 

153 

Laos 

171 

93 

115 

163 

152 

182 

116 

170 

110 

183 

Myanmar 

n/a 

n/a 

n/a 

n/a 

n/a 

n/a 

n/a 

rVa 

n/a 

a'a 

Korea 

16 

60 

22 

74 

16 

74 

49  , 

8 

5 

13 

Japan 

18 

98 

44 

59 

15 

16 

112 

24 

19 

1 

China 

79 

151 

181 

38 

65 

93 

114 

50 

15 

68 

ASEAN+3  average 

78 

111 

82 

81 

66 

77 

81 

54 

71 

84 

Source  :  World  Bank. 

The  ranking  for  this  component  ranges  from  1-156;  the  remaining  economies  share  o 
rank  of  183  because  tliey  have  no  practice  in  closing  a  business. 

Notes  :  Rankings  are  out  of  183  economies.  The  lower  the  rank,  the  easier  it  is  for  a  local  firm  to 
conduct  business  operations.  The  overall  index  represents  an  average  of  the  econom\''s 
percentile  ranking  in  tlie  underlying  components,  with  equal  weights  for  each  compo- 
nent. The  data  come  from  Doing  Business  2011,  whicla  covers  tlie  period  June  2009-Ma\- 
2010. 


A  closer  look  at  the  score  on  the  nine  components  of  the  index 
reveals  that  several  of  the  ASEAN  economies  have  the  worst  or  close 
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to  the  worst  score  (183)  in  one  of  the  underlying  components  -  Cam- 
bodia (starting  a  business  and  closing  a  business);  Laos  (protecting  in- 
vestors, trading  across  borders,  and  closing  a  business);  Brunei  Darus- 
salam  (registering  property);  and  the  Philippines  (starting  a  business 
and  dealing  with  construction  permits).  In  contrast,  Singapore  scores 
at  or  near  the  top  of  the  rankings  for  almost  all  of  the  underlying  com- 
ponents, and  Thailand  also  ranks  highly.  Yet  it  is  clear  that  apart  from 
these  economies,  ASEAN  has  significant  scope  to  improve  the  business 
environment  as  a  way  to  boost  its  competitiveness. 

Investment  represents  an  important  driver  of  growth  in  the  ASE- 
AN region,  and  so  improving  the  investment  climate  is  an  important 
component  of  sustaining  growth  in  the  ASEAN  economies.  In  partic- 
ular, investment  in  infrastructure  projects,  both  private  and  govern- 
ment, wiU  help  improve  the  ASEAN  region's  competitiveness  and  fu- 
ture growth. 

IV.  Concluding  Remarks 

The  path  of  sustairied,  balanced  growth  is  not  the  same  for  every 
ASEAN  economy.  At  least  for  some,  the  policy  reforms  necessary  to 
sustain  balanced  growth  need  to  come  from  less  dependence  on  exports 
to  drive  growth.  For  countries  with  the  highest  shares  of  consumption 
in  GDP,  rebalancing  may  mean  focusing  on  policies  to  increase  invest- 
ment, while  coimtries  in  which  the  constmiption  share  is  much  lower 
may  benefit  from  focusing  on  policies  to  boost  consumption.  And  in 
those  economies  that  are  less  reliant  on  exports,  rebalancing  may  actu- 
ally involve  a  focus  on  realizing  tinexploited  opportimities  for  trade. 
As  a  resiilt,  policy  prescriptions  for  rebalancing  will  differ  across  the 
ASEAN  region. 

Singapore  and  Malaysia,  for  instance,  rely  heavily  on  net  exports 
for  growth,  and  expenditure  switching  away  from  external  demand  to 
maintain  high  growth  rates  will  include  boosting  consumption  and,  in 
the  case  of  Malaysia,  encouraging  investment  and  small-and  medium- 
sized  enterprises  (SMEs).  However,  the  relatively  small  domestic  mar- 
ket in  Singapore  will  limit  its  scope  for  increasing  domestic  demand, 
and  policies  designed  to  increase  productivity,  particularly  in  services 
and  certain  aspects  of  the  labour  market,  would  be  useful.  Thailand, 
another  country  reliant  on  net  exports  for  growth,  seems  to  have  more 
space  for  increasing  domestic  demand. 
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In  Indonesia,  there  is  significant  scope  for  boosting  consumption 
because  of  the  relatively  large  domestic  market.  However,  Indonesia 
can  do  more  to  realize  its  trade  potential,  in  particular  by  increasing 
productivity  and  raising  the  quantity  and  quality  of  infrastructure  to 
reduce  trade  costs.  The  Philippines  also  suffers  from  infrastructure  in- 
efficiencies and,  like  Laos,  efficiency-enhancing  reforms  to  the  business 
environment  are  sorely  needed  to  boost  competitiveness.  A  focus  on 
liberalizing  services  in  the  Philippines,  particularly  in  information  tech- 
nology and  other  business  services,  could  also  have  important  knock- 
on  effects.  In  Vietnam,  the  medium-term  outlook  is  positive,  but  its  in- 
vestment share  in  GDP  is  one  of  the  lowest  among  ASEAN  economies. 

In  addition  to  national  strategies,  rebalancing  can  also  usefully 
occur  within  the  AEC.  Recent  research*  suggests  that  the  proposed 
AEC  is  likely  to  increase  ASEAN  real  incomes  by  5.3  percent  relative  to 
the  baseline  scenario  -  a  six-fold  increase  above  the  completion  of  the 
ASEAN  Free  Trade  Area.  The  AEC  is  one  way  to  lock  in  liberalization 
and  make  it  easier  to  promote  ASEAN's  interests  with  the  rest  of  the 
world  (e.g.  WTO).  The  comprehensive  nature  of  the  AEC,  including 
the  free  flow  of  skilled  labor,  should  improve  the  attractiveness  of  the 
region  for  foreign  investors,  and  as  noted  above  FDI  is  an  area  in  which 
ASEAN's  global  share  has  been  falling.  Given  the  importance  of  FDI 
in  the  development  process,  the  AEC  could  generate  substantial  eco- 
nomic gains,  as  well  as  helping  the  region  to  rebalance.  With  the  free 
flow  in  services  in  the  context  of  the  AEC  and  accompan5ang  economic 
reforms,  this  neglected  sector  in  ASEAN  should  receive  a  significant 
boost  in  terms  of  trade  and  productivity  gains.  Harmonization  of  prod- 
uct markets,  mutual  recognition  agreements,  improvements  in  trade 
facilitation,  and  many  other  aspects  tackled  by  the  AEC  could  also  play 
a  key  role  in  boosting  output,  employment  and  productivity. 

Of  course,  implementing  the  AEC  will  be  politically  difficult  and 
the  2015  implementation  period  is  extremely  ambitious."^  Moreover, 


Zakariah  Rachid,  Fan  Zhai,  Peter  A.  Petri,  Michael  G.  Plummer  and  Siow  Yuo  Chia,  "Regional 
Market  for  Goods,  Services,  and  Skilled  Labour",  in  Michael  G.  Plummer  and  Siow  Yue  Chia, 
eds.,  RmUzhij^  the  ASEAN  Economic  Community,  (Singapore:  Institute  of  Southeast  Asian  Stud- 
ies, 2010),  pp.  35-36. 

^  Michael  G.  Plummer  and  Siow  Yue  Chia,  "Executive  Summary,"  in  Michael  G.  Plummer  and 
Siow  Yue  Chia,  eds.,  Rniliziu^;  the  ASEAN  Economic  Communiti/,  (Singapore:  Institute  of  South- 
east Asian  Studies,  2010),  p  xv. 
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the  ASEAN  economies  face  many  challenges  in  implementing  the  re- 
forms needed  to  liberalize  trade,  boost  competitiveness  and  improve 
the  business  environment  at  the  national  level.  Political  and  resource 
constraints  play  a  critical  role  for  many  ASEAN  economies  in  deter- 
mining how  the  "ideal"  reform  agenda  takes  shape.  To  some  extent, 
both  the  domestic  environment  as  well  as  external  developments  will 
determine  the  reform  agenda.  But  one  thing  is  clear:  the  global  eco- 
nomic crisis  highlighted  the  need  for  the  ASEAN  economies  to  ad- 
dress vulnerabilities  linked  to  opermess  to  ensure  sustained,  balanced 
growth  in  the  future.  The  key  now  is  to  make  sure  the  political  will 
materializes  to  set  the  needed  reforms  in  motion. 


Geographical  Simulation  Model: 
Data-based  approach  to  the  Trade  and 
Transport  Facilitation  Measures  in  East  Asia 

Satoru  Kumagai 


Introduction 

This  paper  introduces  the  Geographical  Simulation  Model  (IDE/ 
ERIA-GSM,  here  after),  developed  by  Institute  of  Developing  Econ- 
omies (IDE)  with  the  support  from  Economic  Research  Institute  for 
ASEAN  and  East  Asia  (ERIA).  IDE/ERIA-GSM  is  an  economic  simu- 
lation model  based  on  Spatial  Economics,  or  New  Economic  Geogra- 
phy (NEG),  to  determine  the  dynamics  of  locations  of  populations  and 
industries  in  East  Asia  in  the  long  term  and  to  analyze  the  impact  of 
specific  transport  and  trade  facilitation  policy  on  the  regional  economy 
at  sub-national  level.  IDE/ERIA-GSM  has  been  developed  since  2007, 
and  used  for  making  policies  like  Comprehensive  Asia  Development 
Plan  (CADP).  IDE/ERIA-GSM  is  quite  a  unique  simulation  model 
bringing  NEG  to  the  real  world  and  evolving  into  a  useful  policy  mak- 
ing tool. 

This  paper  is  structured  as  follows.  Section  2  briefly  introduces 
the  NEG,  the  base  theory  of  IDE/ERIA-GSM.  Section  3  describes  the 
features  of  IDE/ERIA-GSM  and  Section  4  proposes  tlie  baseline  fore- 


The  writer  is  a  director,  Economic  Integration  Studies  Group,  Inter-disciplinary 
Studies  Center,  Institute  of  Developing  Economies,  jETRO.  He  has  been  loorking  for 
the  development  of  the  Geographical  Simulation  Model  (GSM),  an  economic  model 
based  on  spatial  economics  since  2007  and  the  results  of  the  simulation  arc  widely 
used  in  various  conferences  held  by  ERIA  and  IDE-JETRO. 


Geographical  Simulation  Model:  Data-based  approach  to  the  Trade 


435 


.  cast  of  population  and  Gross  Regional  Domestic  Product  (GRDP).  Sec- 
tion 5  investigates  the  impacts  of  the  development  of  Mekong-India 
Economic  Corridor  (MIEC)  on  the  regional  economy,  as  an  example  of 
the  analysis  using  IDE/ERIA-GSM.  Section  6  concludes  the  paper  with 
some  policy  implications  and  the  remaining  tasks  for  the  future. 

Introduction  to  the  New  Economic  Geography 

Since  the  beginning  of  the  1990s,  New  Economic  Geography  (NEG) 
has  been  studied  extensively  as  a  cutting-edge  field  of  economics.  It  ex- 
plicitly incorporates  "space,"  which  had  been  not  been  handled  well 
by  mainstream  economics,  into  its  theory,  and  treats  various  geograph- 
ic aspects  of  economic  phenomena  in  the  framework  of  general  equi- 
libritmi.  The  dramatic  increase  in  research  on  NEG  in  the  last  decade 
coincided  with  the  globalization  and  regional  integration  of  the  world 
economy,  as  represented  by  the  formation  of  the  European  Union  (the 
EU)  and  the  North  American  Free  Trade  Agreement  (NAFTA). 

In  NEG,  the  interaction  between  "agglomeration  force,"  which 
draws  economic  activity  to  a  specific  region,  and  "dispersion  force," 
which  disperses  economic  activity  throughout  the  surrounding  area, 
determines  the  geographical  distribution  of  economic  activity.  The  ag- 
glomeration force  emanates  from  economy  of  scale,  larger  market,  and 
abimdant  production  of  intermediate  inputs,  etc.  On  the  other  hand, 
the  dispersion  force  emanates  from  higher  transport  costs,  immobility 
of  labor  force,  and  higher  factor  prices  in  industrial  agglomerations, 
etc. 

Technically,  major  mathematical  models  of  NEG  incorporate  the 
elements  of  transportation  cost,  economy  of  scale,  and  love  of  variety 
into  standard  microeconomics.  These  models  first  assume  that  a  cer- 
tain amount  of  transportation  cost  is  incurred  when  goods  produced 
at  one  location  are  consumed  at  another.  Next,  the  models  hypothesize 
an  economy  of  scale,  in  which  production  cost  per  unit  decreases  as 
production  volume  increases,  i.e.  firms  try  to  minimize  the  number  of 
production  sites.  The  final  hypothesis  is  love  of  variety  -  the  idea  that, 
when  buying  something,  it  would  be  more  satisfactory  to  buy  several 
different  kinds  of  goods  than  to  buy  several  pieces  of  the  same  goods. 

Paul  Krugman,  the  2008  winner  of  the  Nobel  Prize  in  Econom- 
ics, conducted  a  simulation  using  a  NEG  model  called  the  "Racetrack 
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Economy"  modeF.  This  model  hypothesizes  12  cities  arranged  at  equal 
intervals  in  a  circular  fashion,  like  the  numbers  on  a  clock  face  (Figure 
1).  The  economy  includes  farmers,  who  Hve  in  the  cities  and  do  not 
move,  and  factory  workers,  who  move  between  the  cities  in  search  of 
higher  wages  and  lower  prices.  Initially,  the  populations  of  the  cities 
are  only  slightly  different  (a  uniformly  equal  city  size  causes  equilib- 
rium, which  prevents  the  simulation  from  working).  Using  these  basic 
conditions,  Krugman  modified  transportation  cost  (T)  and  the  degree 
of  love  of  variety  for  industrial  products  ( )  in  order  to  analyze  changes 
in  the  numbers  and  locations  of  agglomerationslz 

Figure  1  the  Racetrack  Economy  by  Krugman  (1993) 


The  typical  findings  from  this  type  of  NEG  model  are  1)  the  num- 
ber of  agglomeration  tends  to  decrease  as  the  products  are  more  diffe- 
rentiated (lower),  2)  the  number  of  agglomeration  tends  to  increase  as 
the  transport  costs  (higher  T)  become  higher,  being  other  things  equal, 
3)  the  number  of  agglomeration  tends  to  increase  as  tlie  share  of  manu- 
facturing in  the  consumption  expenditure  becomes  lower.  These  ten- 


'  Paul  Krugman,  "Increasing  returns  and  economic  geography,"  Journal  of  Political 
Economy  99  (1993),  pp.  483-99. 

^  You  can  run  the  simulation  from  the  following  website,  "Spatial  Economics:  Institute  of  Deve- 
loping Economies."  http://www.ide.go.jp/English/Research/Topics/Eco/Spatial/index.html 
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dencies  are  basically  retained  in  the  extended  simulation  model  that 
uses  the  NEG  as  a  base  theory. 

The  beauty  of  the  Krugman's  model  is  its  simplicity  with  rich  im- 
plications that  is  easily  applicable  to  the  real  world  setting.  Indeed, 
IDE/ERIA-GSM  has  started,  as  a  branch  of  the  Krugman's  model,  ex- 
cept for  the  "geography"  is  not  "race  track"  but  a  realistic  network  of 
the  cities. 

What  is  IDE/ERIA-GSM? 

IDE/ERIA-GSM  has  been  developed  with  two  major  objectives. 
The  first  objective  is  to  know  the  dynamics  of  the  location  of  popu- 
lation and  industries  in  East  Asia  for  the  long  term.  Although  there 
are  many  analyses  to  forecast  the  macroeconomic  indices  in  East  Asia 
at  the  national  level,  there  has  been  no  analysis  using  the  models  to 
forecast  economic  development  in  East  Asia  at  the  sub-national  level 
except  for  a  scant  amount  of  literature.  In  an  era  of  regional  economic 
integration,  economic  analysis  at  the  national  level  is  not  enough  fine 
to  provide  useful  information  for  policy  making. 

The  second  objective  is  to  analyze  the  impacts  of  specific  trade 
and  transport  facilitation  measures  on  the  regional  economy  at  the 
sub-national  level.  It  is  difficult  to  prioritize  various  facilitation  mea- 
sures without  the  proper,  objective  evaluation  tools.  IDE/ERIA-GSM 
was  developed  to  provide  an  objective  evaluation  tool  for  policy  plan- 
ning of  trade  and  transport  facilitation  measures  in  East  Asia. 

At  this  moment,  IDE/ERIA-GSM  covers  the  following  13  coun- 
tries, namely,  Indonesia,  Malaysia,  Singapore,  Thailand,  the  Philippines, 
Vietnam,  Myarunar,  Cambodia,  Lao  PDR,  Bangladesh,  the  Eastern  part 
India  and  China  (Yimnan,  Guangxi,  and  Guangdong  provinces). 

Each  coimtry  is  subdivided  into  states/ provinces/divisions.  Each 
state /province /division  is  represented  by  its  capital  city,  and  there 
are  a  total  of  956  subnational  regions.  The  following  data  are  used  in 
each  subnational  region,  such  as  GRDP  by  sector  (primary,  secondary^, 
and  tertiary  industries),  population,  the  longitude  and  latitude  of  the 


The  manufacturing  sector  is  divided  into  five  industries,  namely,  automotive,  electrical  and 
electronic  (E&E)  products,  textile  and  garments,  food  processing,  and  other  manufactured 
goods. 
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Figure  2  Regions  and  Routes  (land  transport  only) 
included  in  IDE/ERIA-GSM 


capital  city,  and  area  of  arable  land*  In  addition  to  these  cities  that  have 
population  and  economic  activities,  additional  693  cities,  ports,  and 
airports,  which  are  important  to  capture  the  realistic  transport  net- 
work, are  included  in  the  model. 

The  number  of  route  data  amounts  2,694.  Among  them,  1,890  land 
routes  between  cities  are  included,  based  mainly  on  the  "Asian  High- 
way" database  of  the  United  Nations  Economic  and  Social  Commis- 
sion for  Asia  and  the  Pacific  (UNESCAP)5.  The  actual  road  distance 
between  cities  is  used;  if  road  distance  is  not  available,  the  slant  dis- 
tance calculated  from  the  latitudes  and  longitudes  of  capital  cities  is 
employed.  Air  and  sea  routes  are  compiled  from  the  data  set  assem- 
bled by  the  team  of  the  Logistics  Institute  -  Asia  Pacific  (TLIAP),  and 
488  sea  routes  and  270  air  routes  are  selectively  included  in  the  model 
at  this  moment. 


■*  If  subnational  data  of  arable  rand  is  not  available,  national-level  data  is  used.  National  area  of 
arable  land  is  distributed  to  each  subnational  geographical  unit  proportional  to  its  land  area. 
UNESCAP.  "About  the  Asian  Highway."  http;//www.unescap.org/ttdw/?MenuName=Asian- 
Highway. 
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IDE/ERIA-GSM  was  essentially  based  on  Krugman<^  and  now 
extended  to  incorporate  multiple  industrial  sectors  and  intermediate 
goods.  So  the  structure  of  the  current-generation  IDE/ERIA-GSM  is 
quite  similar  to  the  model  in  Chapter  14  of  Fujita  Krugman  and  Ven- 
ables''.  The  detailed  model  structure  is  explained  in  Kumagai  et.  aP. 

IDE/ERIA-GSM  works  as  follows: 

1.  Load  initial  data:  The  data  on  regions  and  routes  are  loaded  from 
prepared  files. 

2.  Find  short-run  equilibrium:  IDE/ERIA-GSM  calculates  the  short- 
rim  equilibrium  (equilibrium  i.mder  a  given  distribution  of  popu- 
lation) values  of  such  items  as  GRDP,  employment,  nominal  wage, 
price  index  and  so  on,  by  region  and  sector.  IDE/ERIA-GSM  uses 
the  iteration  technique  to  solve  the  multi-equation  model. 

3.  Population  Dynamics:  Once  the  short-run  equilibrium  values  are 
found,  IDE/ERIA-GSM  calculates  the  d)mamics  of  the  population, 
or  the  movement  of  labor,  based  on  the  difference  in  real  wages 
among  coimtriesAregions/industries.  The  labor  moves  from  the 
countries /regions /industries  with  lower  real  wages  to  the  coun- 
tries/regions/industries with  higher  real  wages.  However,  the 
international  migration  of  labor  is  prohibited  in  IDE/ERIA-GSM 
at  this  moment.  Although  this  looks  like  a  rather  extreme  assump- 
tion, it  is  reasonable  enough,  taking  into  account  the  fact  that  most 
countries  included  in  the  model  strictly  control  incoming  foreign 
labor. 

4.  Output  Results:  To  examine  the  related  variables  in  time  series, 
IDE/ERIA-GSM  exports  the  equilibrium  values  by  region  and 
sector  for  every  single  year. 

5.  Back  to  #2:  Now  back  to  the  second  step — find  the  new  equilibrium 
under  the  new  distribution  of  population.  The  return  to  the  sec- 
ond step  in  the  calculation  process  implies  that  time  has  advanced 


^  Ibid. 

'  Masahisa  Fujita,  Paul  Krugman  and  Anthony  J.  Venables.  The  Spatial  Economy:  Cities,  Regions, 

and  International  Trade  (Cambridge,  MA:  MIT  Press,  1999) 
"  Satoru  Kumagai,  Toshitaka  Gokan,  Ikumo  Isono,  Kazunobu  Hayakawa  and  Souknilanh  Keola. 

Geographical  Simulation  for  Logistic  Enhancement  In  East  Asia.  ERIA  Research  Report  2009,  No  7-2. 

(Jakarta:  ERIA,  2010) 
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one  year.  In  the  analyses  in  this  paper,  the  simulation  is  run  for  20 
years,  and  we  compare  the  differences  of  the  population  and  real 
GDP  by  sub-national  region,  for  10  years  after  the  implementation 
of  various  transport  and  trade  facilitation  measures. 

One  of  the  main  features  of  the  current  version  of  IDE/ERIA-GSM 
model  is  the  inclusion  of  realistic  "modal  choice."  In  the  model,  each 
firm  decides  the  route  and  mode  of  transport  considering  both  money 
and  time  costs.  The  details  of  the  procedure  to  derive  the  transport 
costs  are  shown  in  Kumagai  et.  al.^  IDE/ERIA-GSM  adopts  the  modal 
mix  that  minimizes  the  total  transport  costs.  Take  the  modal  choice 
between  Jakarta,  Indonesia  and  Kunming,  China,  as  an  example.  The 
textile  and  garments  industry,  which  incur  relatively  small  time  costs 
and  lower  unit  value,  uses  the  sea  route  between  Jakarta  and  Saigon, 
Vietnam,  and  then  uses  the  land  route  to  Kunming.  On  the  other  hand, 
the  E&E  industry,  which  incurs  relatively  large  time  costs  and  high- 
er unit  value,  uses  the  air  routes  between  Jakarta  and  Kunming,  via 
Bangkok.  This  kind  of  modal  choice  is  determined  automatically  in  the 
simulation  model  for  every  combination  of  origin /destination. 

Baseline  Forecast 

The  current  version  of  IDE/ERIA-GSM  is  based  on  the  dataset  of 
year  2005.  The  simulation  runs  for  20  years,  from  year  2005  to  2025. 
Some  demographic  parameters  may  be  held  constant  and  only  logistic 
settings  (by  scenario)  changed.  Specifically,  the  national  population  of 
each  coimtry  is  asstmn.ed  to  increase  at  the  rate  forecasted  by  the  United 
Nations  Population  Fund  (UNFPA)  until  year  2025. 

In  the  baseline  scenario,  the  logistic  settings  are  as  follows:  the 
average  speed  of  land  traffic  is  set  at  38.5  km/h.  However,  the  speed 
passing  through  a  mountainous  area  is  set  at  half  of  it— 19.25  km/h.  As 
for  sea  traffic,  the  average  speed  is  set  at  14.7  km/h  between  interna- 
tional-class ports^°,  and  at  half  of  it  among  other  routes.  For  air  traffic. 


Kumagai,  et.  al. 

'"In  this  simulation,  we  designated  the  following  ports  as  international-class  ports:  Port  Singa- 
pore, Port  Madras,  Port  Hong  Kong,  Port  Saigon,  Port  Jakarta,  Port  Manila,  Port  Laem  Chabang, 
Port  Kelang. 


Geographical  Simulation  Model:  Data-based  approach  to  the  Trade 


441 


the  average  speed  is  set  at  800  km/h  between  the  primary  airports"  of 
each  country  and  at  400  km/h  among  other  routes. 

We  consider  the  "border  costs/'  when  the  transaction  goes  through 
national  borders.  In  addition  to  the  ordinary  time  and  money  costs  of 
transportation,  extra  time  and  money  costs  are  added  at  the  border. 

In  addition  to  transport  costs  above,  the  latest  version  of  IDE/ 
ERIA-GSM  takes  into  account  the  poHcy  and  cultural  barriers  (PCBs.) 
PCBs  consist  of  every  cost  other  than  those  explicitly  included  in  the 
model  as  transport  costs.  Specifically.  PCBs  include  various  obstacles 
in  cross  border  transaction  such  as  tariffs,  the  difference  in  language, 
consumer  taste,  culture,  religion,  industrial  standard,  etc.  We  impose 
the  estimated  PCBs  as  costs  when  goods  are  transacted  internatio- 
nally. 

Figure  3  shows  the  expected  average  annual  growth  rate  of  popula- 
tion from  2005  to  2025  imder  the  baseline  scenario.  The  countries  can  be 

Figure  3  Expected  Average  Annual  Growth  Rate  of  Population 
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In  this  simulation,  we  designated  the  following  airports  as  primary  airports:  Brunei  IntI  Air- 
port, Changi  IntI  Airport,  Hong  Kong  IntI  Airport,  Kuala  Lumpur  IntI  Airport,  Ninoy  Aquino 
Intl  Airport,  Soekarno  Hatta  IntI  Airport,  Suvarnabhumi  IntI  Airport,  Phnom  Penh  Intl  Airport, 
Yangon  Intl  Airport,  Wattay  Intl  Airport,  Tansonnhat  Intl  Airport,  Chennai  Intl  Airport,  Noibai 
Intl  Airport 
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classified  into  two  categories.  The  first  category  is  the  country  that 
evolved  a  core-periphery  struchire;  the  second  category  is  the  one  that 
did  not.  The  countries  in  the  former  category  are  China,  Thailand,  and 
Indonesia.  In  China,  the  population  tends  to  concentrate  in  some  pro- 
vinces that  are  located  mainly  in  coastal  areas,  hi  Thailand,  the  popula- 
tion is  concentrated  in  the  area  near  Bangkok,  hi  Indonesia,  the  popu- 
lation tends  to  concentrate  in  some  big  cities,  and  the  regions  mainly 
have  rich  natural  resources. 

Figure  4  shows  the  expected  average  annual  growth  rate  of  GRDP 
from  2005  to  2025  under  the  baseline  scenario.  It  looks  quite  similar  to 
Figure  3  but  differs  in  detail.  Specifically,  the  number  of  the  regions 
that  fall  in  the  negative  growth  (shaded  area)  is  smaUer  in  hidonesia 
and  somewhat  so  in  Thailand.  This  means  the  urban-rural  problem  is 
expected  to  be  most  severe  in  China,  then  Thailand,  followed  by  Indo- 
nesia. 


Figure  4  Expected  Average  Annual  Growth  Rate  of  GRDP 

(2005-2025) 


You  might  feel  that  the  growth  rate  of  GRDP  is  rather  low,  gener- 
ally. It  is  partly  because  we  assume  the  level  of  teclinology  is  given,  i.e., 
no  growth  from  technological  progress.  We  could  give  arbitrary  num- 
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ber  of  exogenous  technological  growth  by  region,  but  we  decided  not 
to  do  so  in  order  to  avoid  these  arbitrariness  make  the  results  unreli- 
able. We  see  the  economic  effects  of  the  trade  and  transport  facilitation 
measures  by  the  "differences"  between  the  baseline  and  another  sce- 
nario. Thus  the  absolute  level  of  GDP  has  small  effects  on  the  results. 
We  are  trying  to  forecast  the  absolute  number  of  GRDP  precisely  in  the 
future  version  of  IDE/ERIA-GSM. 

Analyzing  the  Impacts  of  MIEC 

Scenario 

As  an  example  of  the  analyses  using  IDE/ERIA-SGM,  we  checked 
the  effects  of  the  development  of  the  Mekong-India  Economic  Corridor 
(MIEC).  MIEC  is  the  economic  corridor  that  connects  Vietnam  -  Cam- 
bodia -  Thailand  -  Myamnar  -  India.  The  development  is  the  combina- 
tion of  the  construction  of  the  highway,  the  customs  facilitations  along 
the  corridor,  and  the  establishment  of  a  new  sea  route  between  Dawei 
of  Myaiunar  and  Port  Madras  of  India. 

To  realize  the  construction  of  and  upgrade  to  the  highway  in  the 
model,  speed  of  vehicles  mnning  through  the  economic  corridor  is  in- 
creased to  60km/h  from  38.5km/h.  This  reduces  the  time  and  money 
costs  of  transactions  between  two  cities  that  use  the  highway. 

As  for  the  customs  facilitation,  we  consider  the  Cross  Border  Trans- 
port Agreement  (CBTA).  Among  the  policy  measures  in  CBTA,  we 
pay  a  special  attention  to  single-stop /single- window  customs  inspec- 
tion. We  estimates  the  time  and  money  cost  to  cross  the  land  border  as 
500USD  and  13.224  hours  per  container,  from  various  data  sources,  in 
the  baseline  scenario.  Considering  the  implementation  of  single-stop/ 
single-window  customs  inspection,  we  assume  these  costs  are  reduced 
in  half.  Although  various  measures  would  be  implemented  in  different 
years,  we  assume  these  measures  are  implemented  in  2015  all  together 
for  simplicity. 

Economic  Effects 

The  economic  effect  of  MIEC  is  depicted  in  Figures  5.  The  figure 
shows  the  difference  in  the  real  GRDP  under  MIEC  scenario  against 
the  GRDP  under  the  baseline  scenario  after  10  years  from  the  imple- 
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mentation  of  MIEC,  i.e.,  year  2025.  The  regions  along  MIEC  generally 
benefit  well,  especially  Tanintharyi  region  of  Myanmar  and  most  of  the 
Cambodian  regions.  It  is  noteworthy  that  some  regions  are  adversely 
affected  by  MIEC,  although  it  does  not  mean  that  these  regions  are 
absolutely  poorer  than  now.  It  just  means  that  the  expected  CROP  is 
lower  than  that  of  the  baseline  scenario  proposed  in  Figure  4. 

Figure  5  Gains  in  Real  GRDP:  MIEC  vs.  Baseline  (10  years  after) 
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Figure  6  shows  the  economic  effects  in  the  case  that  only  physical 
infrastructure  (PI)  is  developed  and  in  the  case  with  customs  facilita- 
tions (PI+CF).  In  addition  to  that,  the  reduction  of  PCBs  is  introduced 
(PI+CF+PCB).  We  reduce  this  PCBs  2%  a  year  for  ten  years  from  year 
2015  to  simulate  the  trade  liberalizations  and  various  trade  and  trans- 
port facilitation  measures  other  than  the  construction  of  physical  infra- 
structure and  implementation  of  customs  facilitation  measures. 
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Figure  6  Decomposition  of  Gains  in  Real  GRDP  for  selected 
regions  along  MIEC  (10  years  after) 
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We  found  that  PI  benefits  the  border  regions  in  a  country,  while 
•  CF  benefits  more  for  the  regions  in  lower-income  countries.  The  reduc- 
i  tion  of  the  PCBs  seems  to  benefit  all  regions  regardless  of  the  location. 

Traffic  volume  and  modal  shiftsIDE/ERIA-GSM  could  be  used  to 
I  check  the  changes  in  the  traffic  volume  and  modal  shifts  caused  by  the 
I  development  of  an  economic  corridor.  In  case  of  MIEC,  traffic  volume 
.  along  MIEC  is  significantly  increasing  and  some  routes  to  MIEC  also 
;  gains  traffic  (Figure  7).  On  the  other  hand,  we  found  that  other  routes 
'  connecting  the  eastern  and  western  parts  of  the  ASEAN  generally  lose 
traffic.  We  also  found  that  the  sea  routes  between  Dawei  and  Port  Ma- 
'  dras  substitute  for  some  land  traffic  between  India  and  the  ASEAN. 


I 

} 
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Figure  7  Expected  Changes  in  Land  Traffic  Volume  by  MIEC 

(10  years  after) 


The  development  of  MIEC  affects  sea  and  air  traffic  also.  We  ob- 
served the  following  modal  shifts  in  sea  route:  (1)  Port  Saigon,  the 
east  end  of  MIEC,  becomes  more  utilized;  (2)  the  sea  routes  between 
Port  Madras  and  the  other  main  ports  in  ASEAN  are  substituted  for 
by  the  newly  estabHshed  sea  route,  Dawei-Port  Madras;  (3)  the  sea 
route  Port  Laem  Chabang-Port  Saigon  is  substituted  for  by  the  land 
route  of  MIEC.  As  for  the  air  route,  we  observed  that  (1)  two  airports 
along  MIEC,  Phnom  Penh  Airport  and  Tansonnhat  Airport  increase 
their  traffic  for  some  destinations;  (2)  seven  air  routes  connecting  Thai- 
land-Cambodia, Thailand-Myarmiar,  Thailand-Vietnam,  and  Vietnam- 
Cambodia  fall  into  disuse.  These  routes  seem  to  be  substituted  for  by 
land  traffic  on  MIEC. 

MIEC  causes  the  modal  shifts  for  various  routes.  Here,  we  take  the 
route  between  Chennai  of  India  and  Phnom  Penh  of  Cambodia,  used 
by  the  textile  and  garments  sector,  as  an  example.  Under  the  baseline 
scenario,  the  sea  route  between  Chennai  to  Ho  Chi  Minh,  then  land 
route  between  Ho  Chi  Minh  and  Plinom  Penh  are  used.  With  the  de- 
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'velopment  of  MIEC,  it  changes  to  the  sea  route  between  Chennai  to 
IDawei,  then  the  land  route  between  Dawei  and  Ho  Chi  Minh  along 
IMIEC. 

I  Conclusion 

||  IDE/ERIA-GSM  is  a  cutting-edge  economic  model  based  on  NEG 
,  and  incorporates  realistic  geography  and  modal  choice.  The  economic 
i  impacts  of  the  trade  and  transport  facilitation  measures  are  quite  com- 
plicated and  differ  significantly  by  location.  Therefore,  the  plaiming 
and  implementation  should  be  careful  and,  for  that  purpose,  an  ana- 
lytical tool  like  IDE/ERIA-GSM  has  much  to  contribute.  We  propose 
three  general  policy  recommendations  and  one  important  future  task 
to  do  and  conclude  the  paper. 

Minding  the  income  gap  in  the  developing  phase  of  the  economy:  The 
IDE/ERIA-GSM  confirms  that  implementation  of  the  trade  and  trans- 
port facilitation  measures  will  benefit  most  of  the  targeted  regions  but 
other  regions  might  be  adversely  affected.  Thus  we  should  be  very 
cautious  when  considering  these  measures.  The  economic  improve- 
ment of  all  involved  regions  is  not  a  given.  In  addition,  the  trade  and 
transport  facilitation  measures  might  create  winning  industries  and 
losing  industries  within  a  region. 

Understand  the  effects  of  the  multi-layered  facilitation  measures:  The 
transport  and  trade  facilitation  measures  often  consist  of  multi-layered 
policies  and  it  is  not  easy  to  predict  the  economic  effects  in  detail.  IDE/ 
ERIA-GSM  revealed  that  1)  the  development  of  physical  infrastructure 
like  highway  benefits  mainly  the  regions  locate  in  border  area,  2)  cus- 
toms facilitation  mainly  benefits  the  regions  in  smaller  economies,  3) 
the  reduction  in  policy  and  cultural  barriers  for  a  coimtry  benefits  basi- 
cally all  domestic  regions  and  all  trade  partners.  These  three  layers  of 
the  trade  and  transport  facilitation  measures  have  different  costs  and 
benefits.  We  need  to  find  out  the  best  mixture  of  policy  measures. 

Need  to  consider  modal  shift  by  infrastructure  development:  The  test 
simulations  using  IDE/ERIA-GSM  revealed  that  the  implementation 
of  the  trade  and  transport  facilitation  measures  might  lead  to  quite 
drastic  modal  shifts  for  certain  origin-destination  combinations.  As  a 
result,  there  is  a  possibility  of  under-  or  over  unitization  of  specific 
loads/ports/airports.  We  thus  need  to  plan  large-scale  development 
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projects  while  considering  all  modes  of  transport.  In  addition  to  that, 
the  regions  affected  by  an  infrastructure  development  project  are  of- 
ten wider  than  one  can  imagine.  Thus,  it  is  a  sensible  policy  option  to 
establish  an  international  body  to  coordinate  regional  transport  infra- 
structure development  projects. 

Establishment  of  a  geographical  economic  and  social  database  in  East 
Asia:  To  conduct  more  accurate  simulations  with  richer  implications, 
more  precise  regional  economic  and  demographic  data  are  required  at 
the  sub-national  level  in  each  country  and  at  the  sub-provincial  level 
in  China  and  India.  The  establishment  of  uniform  territorial  units  for 
geographical  statistics,  like  the  Nomenclature  of  Territorial  Units  for 
Statistics  (NUTS)  in  the  European  Union  (EU),  is  needed.  We  need  har- 
moruzed  data  as  well  as  harmonized  data  collection  methods  in  East 
Asia.  We  also  need  more  precise  data  on  routes  and  corridors  connect- 
ing regions.  Information  on  the  main  routes  between  cities,  times,  and 
modes  of  transport  (road,  railway,  sea,  and  air)  appears  indispensable. 
Data  on  border  costs  such  as  tariffs  and  nontariff  barriers  due  to  inef- 
ficient customs  clearance  seem  crucial. 

Although  we  managed  to  compile  the  dataset  for  year  2005  used 
in  ERIA/ GSM  from  various  available  sources,  the  quality  of  the  data- 
set  is  far  from  satisfactory.  While  the  economic  integration  in  East  Asia 
is  progressing  rapidly.  East  Asia  lags  far  behind  EU  from  the  view- 
point of  data-oriented  policy  management  for  regional  cooperation. 
The  present  situation  is  that  we  have  no  choice  but  to  plan  the  region- 
al development  policy  without  objective  policy  tools,  and  could  not 
evaluate  the  consequences  of  the  policies  in  the  future,  because  of  the 
lack  of  economic  and  social  data  at  sub-national  level.  We  hope  that 
IDE/ERIA-GSM  makes  people  to  pay  more  attention  toward  the  data- 
oriented  policy  management  of  regional  cooperation  in  East  Asia. 
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The  establishment  of  the  ASEAN  Intergovernmental  Commis- 
sion on  Himian  Rights  (AICHR),  as  part  of  the  political  development 
of  ASEAN,  is  important  and  significant  in  the  d)rnamics  of  building 
a  democratic  ASEAN  commmiity  who  fully  respects  Human  Rights 
principles.  Although  the  mandate  and  functions  of  AICHR  are  still  far 
from  ideal,  but  as  a  stepiforward  in  the  development  of  ASEAN's  hu- 
man rights  framework  for  the  protection  of  civilians,  it  deserves  the 
highest  appreciation. 

This  is  closely  related  to  the  basic  idea  enshrined  in  ASEAN's 
Vientiane  Action  Program  2004-2010.  The  ideas  expressed  openly  in 
the  formal  and  informal  meetings,  among  others,  began  to  put  human 
rights  and  democratization  as  a  common  need,  as  a  destination,  and  as 
a  measure  of  achievement,  in  a  much  different  nuances,  which  began 
to  erode  the  distance  with  a  universally  accepted  human  rights  values. 
This  is  at  least  one  of  the  goals  reflected  in  the  Terms  of  Reference  of 
AICHR,  which  upholds  international  human  rights  principles  set  forth 
in  the  Universal  Declaration  of  Human  Rights,  the  Vienna  Declaration 
on  Human  Rights  and  its  program  implementation,  and  other  human 
rights  instruments — ^in  which  ASEAN  member  states  are  parties. 

This  regional  political  circumstance,  more  or  less,  also  affects  the 
internal  political  conditions  and  human  rights  situation  in  all  ASEAN 
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member  countries;  the  most  concrete  examples  are  Indonesia  and 
Thailand  that  bravely  conducted  an  open  nomination  and  election 
process  for  the  members  of  ASEAN  Intergovernmental  Commission 
on  Human  Rights  (AICHR)  and  the  ASEAN  Commission  on  Women 
and  Children  (ACWC).  This  process  has  finally  brought  me  here  at  this 
important  and  esteemed  forum  as  a  commissioner  of  AICHR. 

Within  this  Civilian  protection  theme  furthermore,  let  us  look  at 
conditions  that  we  face  together  in  ASEAN,  especially  the  experiences 
from  Indonesia  and  what  role  can  be  expected  from  AICHR  with  its 
various  limitations. 

The  potential  and  imminent  threats 

The  potential  and  imminent  threats  to  civiHans  are  very  large  in 
ASEAN.  This  can  be  seen  from  at  least  several  aspects. 

First,  there  are  still  "hot  spots"  areas  of  conflict  such  as  West- 
Papua  in  Lidonesia,  Pattani  in  Southern  Thailand,  Mindanao  in  the 
Southern  of  Philippines,  and  at  the  border  area  between  Myanmar  and 
Thailand.  In  this  context,  it  is  obvious  that  the  threat  is  very  imminent, 
especially  if  the  conflict  resolution  approach  is  coercive  and  conducted 
by  using  the  armed  forces.  The  impact  of  such  coercive  security  ap- 
proach by  deploying  the  armed  forces  will  not  only  result  in  physical 
casualties— murder,  torture,  arbitrary  detention— but  also  the  depriva- 
tion of  economic,  social  and  cultural  rights.  Not  to  mention  if  militias 
are  used  in  the  conflict,  which  would  lead  to  social  segregation  in  the 
post-conflict  situation. 

In  Aceh,  who  experienced  the  so-called  Military  Operations  Zone 
(DOM)  from  1989  to  1998  and  martial  law  from  2003-2004,  civilians 
were  the  first  victims,  even  victims  of  both  sides  in  the  conflict.  Espe- 
cially women  and  children  who  were  often  used  as  instruments  of  war, 
as  a  tool  of  the  Indonesian  Armed  Forces  to  force  the  insurgent  group 
from  Free  Aceh  Movement  (GAM)  down  the  moimtain,  and  surrender. 
Rape  was  also  a  strategy  to  terrorize  the  insurgents.  Meanwhile,  the  ci- 
vilians were  also  victims  of  extortion  by  the  insurgents.  Not  to  mention 
the  stigmatization  of  and  discrimination  against  Acehnese  civilians  in 
other  parts  of  Indonesia.  During  the  application  of  Martial  law,  for  ex- 
ample, Acehnese  civilians  were  forced  to  use  special  ID  cards  with  a 
red  and  white  mark  (the  color  of  the  Indonesian  flag),  and  the  people 
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of  Aceh  residing  outside  of  the  province  were  victims  of  sweeping  ope- 
rations; this  occurs  at  least  in  Medan  and  Jakarta. 

Another  example  of  coi\flict  in  relation  to  the  use  of  militias  by 
the  government  and  security  forces  was  in  the  armed  conflict  in  East 
Timor  up  to  1999  and  Aceh  when  martial  law  was  applied  from  2003  to 
2004.  The  Indonesian  local  government  and  its  armed  forces  recruited 
and  trained  militias — making  civil  society  as  combatants.  The  effects 
arising  from  the  use  of  such  militias  are  hatred  and  revenge  in  the  post- 
conflict  public  life.  Even  in  the  case  of  East  Timor,  former  militia  mem- 
bers became  refugees  in  Atambua,  at  the  border  of  Timor  Leste  and 
Indonesia,  which  could  not  get  their  rights  properly. 

In  addition  to  the  imminent  threats  in  those  hot  spots  of  internal 
armed  conflicts,  civilians  could  also  become  victims  of  armed  civil- 
ian groups  during  peacetime  when  democracy  fails  to  protect  himian 
rights.  The  cases  of  the  Mangindanau  political  massacre  in  the  Philip- 
pines in  2009  is  a  recent  example  where  competing  local  politicians 
deployed  armed  civilian  groups  to  defeat  their  political  competitors 
and  victimized  more  than  50  civilians. 

SeconrfZi/,poorrespectsforhumanrightsprinciplesduringpeacetime: 
Respect  to  Himian  Rights  is  closely  related  to  the  political  nature  of 
those  in  power  within  ASEAN  member  cotmtries.  The  nature  and 
characters  can  be  classified  into  two,  one  with  an  undemocratic  char- 
acter that  infringe  on  individual  freedoms  in  all  fields,  and  the  one 
with  a  democratic  character  but  with  a  lot  of  restrictions,  including 
non-derogable  rights. 

In  this  context,  the  most  significant  are  some  outstanding  human 
rights  issues,  namely  the  right  to  freedom  of  opinion  and  expression, 
freedom  of  thoughts  and  religion,  and  minority  rights.  All  two  funda- 
mental rights  and  minority  rights  have  been  experiencing  serious  vio- 
lations by  the  state  at  within  ASEAN  member  coimtries,  which  results 
in  a  serious  threat  to  the  protection  of  civilians.  Violations  of  the  rights 
have  victimized  a  significant  numbers  of  civilians,  and  have  caused 
other  human  rights  violations,  especially  in  economic,  social  and  cul- 
tural rights. 

The  right  to  freedom  of  opinion  and  expression  is  a  fundamental 
right  that  will  encourage  the  process  of  democratization  in  ASEAN, 
as  it  is  now  some  apparent  that  some  ASEAN  member  countries  are 
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Still  in  the  process  of  democratization.  This  right  may  be  a  measure  of 
how  the  democratization  process  is  taking  place  in  those  countries  and 
encouraging  the  government  to  walk  into  a  condition  that  respects  hu- 
man rights  and  free  from  corruption.  Many  of  these  governments  are 
still  assuming  however  that  the  use  of  this  right  will  threaten  political 
stability  and  people's  lives. 

For  example,  in  Thailand,  in  response  to  the  rights  of  opinion  and 
expression  that  took  place  recently,  the  political  crisis  led  to  civilian 
casualties  suffering  from  various  forms  of  violence  and  arbitrary  ar- 
rests. Although  the  use  of  this  freedom  rights  may  not  be  used  as  a  pre- 
text for  violence  by  anyone,  there  was  a  slight  violation  of  it.  Or  let  us 
consider  also  the  situation  that  lasted  imtil  today  in  Myanmar,  where 
there  are  varieties  of  existing  restrictions  and  the  continued  detention 
of  prisoners  of  conscience. 

The  freedom  of  thought,  religions  and  beliefs,  is  also  a  factual  con- 
dition that  should  be  respected.  ASEAN  consist  in  fact  of  a  multitude 
of  ideologies,  religions,  and  beliefs.  However,  these  rights  are  often  in- 
fringed on  behalf  of  the  public  interest,  whereas  those  in  powers  take 
advantage  from  the  majority.  As  a  result,  many  civilians  were  victim- 
ized, especially  women  and  children.  In  many  cases,  violations  against 
this  right  are  expressed  by  acts  of  violence,  and  in  many  cases,  the  state 
authority  "provides  space"  for  the  majority  of  these  acts.  It  is  even  not 
uncommon  that  the  authority  provides  facilities  for  these  acts  of  vio- 
lence. The  expression  of  this  violence  clearly  threatens  the  protection 
of  civilians,  while  its  impact  also  threatens  their  economic,  social  and 
cultural  rights. 

This  condition  occurs  for  example  in  Indonesia.  Ahmadiyya  fol- 
lowers are  one  of  the  largest  groups  who  have  suffered  from  the  viola- 
tion of  these  rights,  especially  women  and  children.  Thus  far,  there  are 
still  some  shelters  of  Ahmadiyya  followers  whose  condition  is  very 
alarming  in  Lombok,  West  Nusa  Tenggara.  They  were  forced  to  evacu- 
ate after  their  village  /  community  homes  and  places  of  worship  were 
attacked  and  destroyed  by  the  majority  of  the  local  people,  which  also 
involve  the  local  government.  They  are  currently  'Internally  Displaced 
People'  whose  rights  have  been  stripped.  Similar  situations  also  occur 
in  other  ASEAN  countries  that  implement  a  single  interpretation  of 
religion  and  belief.  The  recent  escalation  of  religiously  motivated  vio- 
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lence  in  Malaysia  also  started  when  there  was  a  ban  on  the  use  of  the 
term  "Allah"  by  Christian  followers.  In  addition,  violations  of  this  right 
was  reflected  when  the  Malaysian  Government  banned  Darul  Arqam. 
The  lack  of  protection  of  civilians  belonging  to  minority  groups  is  also 
a  factual  condition  that  cannot  be  denied —  whether  related  to  ethni- 
city, race,  religion  or  politics  or  sexual  orientation.  But  again,  there  are 
many  violations  on  the  rights  of  minority  causing  considerable  civilian 
casualties. 

Third,  the  economic,  social  and  cultural  problems — two  problems 
of  which  are  particularly  threatening  the  protection  of  civilians.  The 
first  is  the  fact  that  the  majority  of  ASEAN  member  countries  fall  im- 
der  the  category  of  developing  coimtries.  Where  people  living  imder 
poverty  line  of  $  1,35  per  day  is  still  very  high.  This  is  closely  related 
to  their  development  orientation  that  does  not  include  or  apply  rights- 
based  approaches.  The  violation  of  these  rights  for  example  occur  in 
ASEAN  member  coimtries  in  the  forms  of:  forced  eviction  of  street 
vendors  and  urban  poor  commimities  to  expedite  the  construction  of 
malls  or  govemmental-^projects;  the  high  percentage  of  malnutrition 
and  starvation;  and  the  high  infant  and  mortality  rates.  Such  develop- 
ment models  are  proving  to  be  a  threat  to  civilians. 

Second,  the  question  of  migration,  especially  migrant  workers. 
ASEAN  consist  of  both  origin  and  destination  countries,  and  the  mi- 
grations of  rural  migrant  workers  are  not  only  related  to  the  modem 
phenomenon  of  migration,  but  also  to  the  traditional  migration  pat- 
tern that  has  lasted  decades  ago.  Malaysia,  Singapore,  and  Brunei  are 
destination  coimtries,  while  Thailand  is  both  an  origin  and  destina- 
tion country.  Other  members  are  coimtries  of  origin.  In  this  context, 
migrant  workers  face  many  problems,  particularly  in  relation  to  un- 
documented/irregular migrant  workers  in  the  country  of  destination. 
Violations  range  from  arbitrary  detention,  poor  condition  of  detention, 
torture,  until  deportation. 

The  plight  of  migrant  workers  is  reflected  by  Indonesia's  own 
working  in  Malaysia — both  in  the  urban  (manufacturing,  construction, 
domestic  workers)  and  on  the  plantation  sector.  Women  migrant  work- 
ers are  the  biggest  victims  in  this  context.  The  phenomenon  of  migrant 
workers  is  rooted  in  the  lack  of  protection  frameworks  and  poverty 
in  the  country  of  origin,  due  to  the  failure  of  development,  or  because 
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the  development  do  not  touch  the  basic  needs  of  its  most  vulnerable 
groups.  However,  it  does  not  mean  the  destination  country  may  take 
action  -  or  other  inhuman  acts  of  discrimination. 

Impunity  and  Independence  of  the  Judiciary 

One  of  the  important  problems  in  the  effort  to  provide  the  ulti- 
mate form  of  protection  for  civilians  is  to  guarantee  an  independent  ju- 
diciary and  a  fair,  cheap  and  fast  legal  process  that  will  cut  the  cycle  of 
impunity.  This  view  is  very  important  in  the  context  of  ASEAN,  where 
some  of  its  member  coimtries  are  still  undergoing  the  transitional  pro- 
cess to  democracy,  experiencing  internal  political  conflicts,  and  face 
challenges  to  achieve  public  accountability  of  their  government. 

Many  human  rights  violations  that  have  taken  place  happen  be- 
cause of  impimity.  This  takes  place  due  to  the  fact  that  perpetrators 
feel  free  to  act  without  fear  of  punishment  from  the  law  enforcement 
agencies  and  judiciary,  or  there  is  a  serious  violation  by  omission  by 
state  agencies.  And  if  they  are  non-state  actors,  they  feel  supported  by 
the  state.  This  character  could  easily  be  detected  in  human  rights  viola- 
tions that  have  taken  place  by  violent  means. 

For  example,  violent  acts  using  Islamic  symbols  perpetrated  in  the 
name  of  religion  carried  out  by  a  group  called  Islamic  Defenders  Front 
(FPI)  in  Indonesia  have  been  occurring  massively  in  different  cities  and 
provinces  in  recent  years.  This  continues  to  occur  because  there  was 
no  firm  action  from  law  enforcement  agencies,  or  by  political  decision 
makers  in  Indonesia  to  punish  them.  Similarly,  Indonesia  provides  a 
wealth  of  examples  where  violent  perpetrators  of  human  rights  abuses 
from  the  Military  of  Police  forces  during  internal  armed  conflicts  are 
also  enjoying  impimity;  let  alone  the  serious  human  rights  violations 
in  East  Timor  where  the  generals  in  charge  were  all  acquitted  by  tlie 
Indonesian  Ad-hoc  tribimal  whose  credibility  is  internationally  ques- 
tioned. This  also  meant  that  human  rights  violations  committed  during 
martial  law  in  Aceh  could  not  be  prosecuted  (martial  law  was  a  state 
policy),  as  well  as  the  conflict  in  Papua  that  was  settled  with  violence. 
Unfortunately  in  Aceh  and  Papua,  all  of  the  alleged  perpetrators  were 
either  acquitted  or  never  prosecuted. 

An  independent  and  fair  legal  process  will  stop  impunity,  and  this 
is  a  guarantee  for  civilian  protection  in  a  democratic  society.  If  there 
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are  attacks  by  perpetrators  against  civilians,  they  can  expect  justice  for 
what  happened.  In  another  context,  if  there  are  perpetrators  of  corrup- 
tion that  robbed  their  economic  and  social  rights,  they  also  could  ex- 
pect justice  for  it.  After  all,  the  ongoing  cycle  of  impunity  in  one  coim- 
try  reflects  how  law  and  power  politics  takes  place  in  that  particular 
coimtry — ^how  the  government  treats  the  perpetrators  and  the  victims 
of  human  rights  violations,  and  how  those  in  power  respect  and  pro- 
tect the  fundamental  rights  of  their  own  people. 

The  Role  of  AICHR  Roadmap  to  ASEAN  Community  2015 

The  various  facts  and  contexts  above  are  challenges  for  the  AICHR 
and  ASEAN  Community  as  a  whole.  So  what  can  AICHR  do  and  what 
could  be  the  modality  owned  by  ASEAN  to  resolve  these  issues?  Of 
course,  the  effort  and  patience  to  constantly  drive  for  change — for  the 
better,  not  worse.  Indeed,  modalities  have  been  held  with  the  fact  that 
AICHR  is  a  concrete  result  of  the  implementation  of  the  ASEAN  Politi- 
cal and  Security  blueprint,  particularly  on  the  political  development  of 
ASEAN.  Moreover,  the-ASEAN  Charter  and  the  Terms  of  reference  of 
AICHR  guarantee  the  overarching  role  of  the  commission's  scope  of 
work  across  the  three  pillars  of  ASEAN  Community 

The  AICHR  and  its  work  is  based  on  the  mandate  contained  in 
the  TOR,  which  has  one  significant  purpose:  "to  uphold  international 
himian  rights  principles  set  forth  in  the  Universal  Declaration  of  Hu- 
man Rights,  Vienna  Declaration  and  program  implementation,  and 
other  htm:ian  rights  instruments,  in  which  ASEAN  members  are  par- 
ties." In  addition  to  these  goals  AICHR  is  also  in  the  process  of  creating 
mechanisms  on  how  to  build  relationships  between  AICHR  with  vari- 
ous institutions  and  commtmity  groups  related  to  human  rights  within 
ASEAN.  This  is  pursued  with  the  spirit  that  AICHR  in  the  near  future 
could  develop  monitoring  ftmctions,  receive  complaints  and  provide 
accountable  reporting 

In  the  context  of  the  above,  the  AICHR  is  expected  to  play  a  role 
in  preventing  human  rights  violations,  in  setting  up  human  rights 
standards,  and  fostering  the  implementation  of  universal  human 
rights  norms — which  would  later  be  applied  and  become  a  value  in 
all  ASEAN  countries.  This  includes  encouraging  the  implementation 
of  all  ASEAN  instruments  related  to  human  rights,  as  well  as  the  im- 
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plementation  of  all  international  human  rights  convention  ratified  by 
ASEAN  member  countries.  The  experience  in  performing  this  role  is 
there  and  established;  for  example,  in  the  context  of  migrants  and  la- 
bors, ASEAN  leaders  adopted  the  Cebu  Declaration  on  the  Protection 
and  Promotion  of  Migrant  Workers. 

In  the  context  of  standard  setting,  the  drive  will  be  how  univer- 
sal human  rights  norms  could  be  integrated  into  the  lives  of  ASEAN 
members.  The  cultural  values  from  ASEAN  member  countries  should 
also  enrich  the  universaUy  accepted  human  rights  norms.  The  AICHR 
therefore  has  agreed  to  start  drafting  the  ASEAN  declaration  on  Hu- 
man Rights  and  to  be  completed  by  2011.  This  exercise  is  not  only 
related  to  purely  legal  norms,  but  also  on  changing  the  orientation  and 
perspective  in  the  process  of  democratization  and  respect  for  human 
rights  in  ASEAN. 

In  this  context,  the  recognition  of  the  obligation  to  rim  the  modal- 
ity of  universal  human  rights  values  as  a  state  party  of  the  relevant 
convention  (recognized  in  the  Terms  of  Reference  of  AICHR)  could 
become  a  political  footing  of  human  rights  that  can  be  utilized.  The 
application  of  the  universal  human  rights  norms  to  the  ASEAN  region 
will  guarantee  the  protection  of  civilians  in  the  region.  The  standard 
setting  process,  which  urgently  must  be  realized,  should  center  on  the 
protection  and  promotion  of  migrant  workers  rights,  the  independence 
of  judiciary,  and  the  protection  of  minority  rights. 

In  the  context  of  the  Plan  of  Action  on  ASEAN  Security  Commu- 
nity, there  are  several  agendas  that  if  implemented  would  be  very  use- 
ful for  civilian  protection.  The  POA-ASC  consists  of  six  major  compo- 
nents: (1)  Political  Development:  (2)  Shaping  and  sharing  of  norms,  (3) 
Conflict  Prevention,  (4)  Conflict  Resolution,  (5)  Post  conflict  and  Peace 
Building,  (6)  Implementing  Mechanisms.  Within  these  6  components, 
there  are  several  items  that  can  be  highlighted  as  specific  agenda  of 
AICHR,  including: 

In  the  context  of  political  development: 

1.  Promoting  human  rights  and  the  obligations 

2.  Establish  programs  to  support  and  encourage  each  ASEAN  mem- 
ber countries  in  developing  strategies  to  strengthen  the  rule  of 
law,  judicial  systems  and  legal  infrastructure,  effective  and  effi- 
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cient  public  services,  and  good  governance  in  public  and  private 
sectors. 

3.     Preventing  and  combating  corruption 

In  the  corvflict  resolution  area  there  is  an  item  on  research  man- 
agement and  conflict  resolution  and  exchanges  of  information  among 
ASEAN  peace  centers  of  excellence. 

In  building  peace  in  the  post-conflict  area: 

1.  Strengthening  the  facilitation  of  humanitarian  problems  by  pro- 
viding a  place  of  refuge  in  a  post-conflict  era. 

2.  Implementing  programs  and  resource  development  capacity 
building  in  areas  that  experience  post-conflict  rehabilitation  and 
resolution. 

Some  of  the  above  plan  of  action  can  be  used  as  a  modality  to  en- 
courage a  peaceful  life,  away  from  violent  conflict.  The  plan  of  action 
is  adequate  and  comprehensive  when  viewed  from  the  aspect  of  cove- 
rage desired:  the  structure  of  law  enforcement  and  substance  of  which 
guarantee  legal  certainty  in  terms  of  handling  conflicts,  mechanisms, 
and  what  steps  must  be  taken  when  facing  conflict  and  post  conQict 
situations. 

We  all  can  use  these  modalities,  but  not  before  monitoring  its 
implementation  and  direction.  Because  the  main  constraints  in  deve- 
loping the  ASEAN  Human  Rights  framework  and  Democracy  is  how 
ASEAN  understand  the  imiversal  norms  and  values  of  law  and  hu- 
manity. We  all,  including  the  AICHR,  have  an  equal  opportimity  to 
ensure  that  these  modalities  are  implemented,  so  that  the  ideas  and 
hope  to  realize  civilian  protection  are  in  compliance  with  comprehen- 
sive human  security 


Indonesia's  ASEAN  chairmanship  2011: 
Putting  forward  ASEAN  Defense  Ministers' 
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Alexandra  Retno  Wulan 

Introduction 

As  stipulated  by  the  ASEAN  Charter,  the  Chairmanship  of  ASE- 
AN shall  annually  rotate,  based  on  the  alphabetical  order  of  the  Eng- 
lish names  of  Member  States.  Initially,  2011  would  have  seen  Brunei 
succeeding  the  Chairmanship  from  Vietnam  whilst  Indonesia  would 
have  taken  over  from  Cambodia  later  in  2013.  However,  due  to  the 
conflicting  chairmanship  period  in  2013  for  Lidonesia,  the  ten  Mem- 
ber States  of  ASEAN  had  unanimously  agreed  to  grant  the  Indonesia's 
request  for  a  swap  of  ASEAN  Chairmanship  with  Brunei  Darussalam 
for  the  year  2011. 

Traditionally,  ASEAN  embraces  the  Treaty  of  Amity  and  Coop- 
eration (TAC)  which  enshrines  the  fundamental  principles  of  mutual 
respect,  sovereignty  and  freedom  from  external  interference,  non-in- 
terference in  the  internal  affairs  of  another  member,  peaceful  dispute 
settlement,  renunciation  of  threat  or  use  of  force,  and  effective  coopera- 
tion in  the  relations  between  and  amongst  its  members'.  Furthermore, 
the  Bali  Concord  I  aimed  at  cooperation  in  security  matters  in  accor- 
dance with  the  mutual  needs  and  interest  of  the  members.  In  2003,  the 
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Bali  Concord  II  was  adopted  in  the  effort  to  establish  a  dynamic,  cohe- 
sive, resilient  and  integrated  ASEAN  Community,  formed  by  three  pil- 
lars: ASEAN  Political  Security  Community  (APSC),  ASEAN  Economic 
Community  (AEC)  and  ASEAN  Socio-Cultural  Community  (ASCC), 
by  2020,  which  was  later  accelerated  to  2015  by  ASEAN  leaders  at  the 
12"^  ASEAN  Summit  in  Cebu. 

The  Indonesian  President,  Susilo  Bambang  Yudhoyono,  an- 
nounced the  theme  for  Indonesia's  chairmanship  of  ASEAN  to  be 
"ASEAN  Community  in  a  Global  Community  of  Nations".  He  added 
that  the  theme  was  deliberately  projected  to  welcome  the  successful 
implementation  of  ASEAN  Community  in  2015.  As  one  of  the  lead- 
ing initiators  of  the  ASEAN  Political  Security  Commimity,  it  would  be 
more  reasonable  to  expect  Indonesia  to  put  in  more  effort  in  complet- 
ing the  APSC  under  its  tenure  in  2011,  rather  than  expecting  Indonesia 
to  fight  for  the  completion  of  the  AEC  or  the  ASCC. 

Under  the  Vientiane  Action  Program  (VAP),  the  priority  activities 
to  implement  the  vision  of  APSC  were  outlined^.  One  of  the  action  pro- 
grams of  the  VAP  is  the-establishment  of  an  annual  ASEAN  Defense 
Ministers'  Meeting  (ADMM).  ADMM  should  serve  as  a  forum  to  fa- 
cilitate interactions  amongst  defense  and  military  officials  of  ASEAN 
member  countries.  Moreover,  it  should  be  a  vehicle  to  establish  practi- 
cal cooperation  in  the  field  of  defense  and  security  with  the  objective  of 
strengthening  confidence-building  measures  through  improvements 
of  exchanges  and  interactions. 

The  article  briefly  describes  the  ADMM  forum  since  its  establish- 
ment in  2006  and  examines  further  the  ADMM  three-year  program. 
Furthermore,  it  attempts  to  provide  an  objective  assessment  of  the 
ADMM,  specifically  based  on  the  three-year  program  framework.  It 
seeks  to  assess  both  the  modalities  and  challenges  of  the  ADMM  to 
later  provide  some  essential  recommendations  during  Indonesia's 
chairmanship  of  ASEAN,  especially  as  it  relates  to  the  enhancement 
and  completion  of  the  APSC. 

The  first  part  of  this  article  would  establish  a  theoretical  founda- 
tion of  the  ADMM  cooperation  by  employing  perspectives  from  the  In- 
ternational Relations  literature.  This  part  would  construct  arguments 
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on  the  allegation  of  the  insignificant  progress  of  ASEAN  Defense 
Ministers'  Meeting.  The  next  element  of  the  article  would  determine 
indicators  to  assess  the  ongoing  process  of  ADMM.  Additionally,  this 
section  examines  the  challenges,  modalities  and  potential  defense  and 
security  issues  that  ADMM  need  to  address.  The  final  element  of  this 
article  would  be  dedicated  as  an  attempt  to  contribute  several  feasible 
recommendations  that  can  be  pursued  during  Indonesia's  chairman- 
ship of  ASEAN  in  2011. 

ASEAN  Defense  Ministers'  Meeting:  A  Cooperative  Security  Forum 
or  Alliance? 

There  are  at  least  three  approaches  to  observe  security  coopera- 
tion through  the  lens  of  International  Relations  theories.  Firstly  the 
realist  conception  that  emphasizes  power  in  relations  amongst  coope- 
rating parties;  secondly  is  the  liberahst  conception  that  accentuates  the 
function  of  cooperation;  and  lastly,  the  constructivist  idea  that  looks  at 
the  norms  and  values  of  the  cooperation. 

The  reaUst  conception  of  security  cooperation  was  basically 
formed  by  superpower  rivalry,  particularly  during  the  Cold  War. 
Hence,  the  pattern  of  security  cooperation  under  the  realist  conception 
closely  associates  to  the  character  of  balance  of  power,  balancing,  and 
bandwagoning.  The  conception  thus  evolved  beyond  Cold  War  and 
revived  itself  under  the  collective  security  doctrine.  Collective  security 
furthermore  is  closely  entangled  with  the  conceptions  of  geo-politics 
and  geo-military.  Hence,  collective  security  doctrine  defines  that  every 
member  within  specific  a  geo-political  security  network  concurs  with 
the  basic  tenet  that  the  "collective  group"  will  automatically  respond 
any  aggression  against  any  member  of  the  "collectivity".^ 

Meanwhile,  the  liberalist  conception  of  security  arrangement 
originated  as  a  response  to  the  realist  approach  of  rivalry.  Thus,  it  de- 
velops a  common  and  comprehensive  doctrine.  Both  doctrines  look 
beyond  the  military  sphere  and  believe  that  cooperation  will  replace 
confrontation  in  resolving  frictions.'*  The  Palme  Commission  report 
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further  establish  six  principles  of  common  security:  (1)  all  nations  have 
a  legitimate  right  to  security;  (2)  military  force  is  not  a  legitimate  in- 
strument for  resolving  disputes;  (3)  restraint  is  necessary  in  express- 
ing national  policy;  (4)  security  cannot  be  attained  through  military 
superiority;  (5)  reduction  and  qualitative  limitations  of  armaments  are 
necessary  for  common  security;  and  (6)  the  'linkages'  between  arms 
negotiations  and  political  events  should  be  avoided.^  Whilst,  compre- 
hensive security  means  security  in  comprehensive  conception,  which 
spread  across  national,  regional,  global  as  well  as  traditional  security 
to  non  traditional  security. 

Finally,  the  constructivist  conception  introduced  the  security  com- 
mimity  idea,  initially  discussed  by  Karl  Deutsch^  and  further  elabo- 
rated by  Amitav  Acharya''.  A  security  community  expects  its  members 
to  not  resort  to  any  violent  means  in  resolving  their  disagreements. 
Furthermore,  a  security  commimity  even  expects  its  member  to  not 
prepare  any  effort  to  use  force  against  other  members.  The  use  of  force 
is  simply  imthinkable  for  a  security  commimity.  The  conception  of  a 
security  community  however  does  not  necessarily  entail  any  formal 
agreements  and  arrangements.  It  relies  heavily  on  the  common  values 
and  norms  that  inherently  shape  the  commimity. 

ASEAN's  establishment  in  1967  was  an  exception  to  the  dominant 
bilateral  approach  to  security  cooperation  that  prevailed  under  the 
Cold  War.  ASEAN  was  established  as  an  effort  to  attain  regional  po- 
litical stability  in  order  to  pursue  domestic  economic  development.  In- 
deed, economic  development  was  the  primary  variable  that  sustained 
and  prolonged  the  power  of  domestic  regimes  during  the  time.  Initial- 
ly, ASEAN  adopted  a  security  cooperation  model,  which  was  based  on 
the  conception  of  comprehensive  and  cooperative  security.^  Through 
more  than  40  years  of  its  evolution,  ASEAN  is  leaning  towards  the  con- 
structivist conception  of  communities.  Hitherto,  it  encompasses  mixed 
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characters  of  comprehensive,  cooperative  as  well  as  security  commu- 
nity. Hence,  ASEAN's  progress  is  slightly  difficult  to  define  due  to  this 
mixed  characteristic. 

That  said,  ADMM  was  established  in  2006.  The  first  meeting  in 
Kuala  Lumpur  was  an  initial  meeting  to  establish  the  protocols  of 
ADMM.  The  initial  objective  of  ADMM  was  to  serve  as  complemen- 
tary efforts  to  promote  security  dialogue  and  cooperation  within  ASE- 
AN.^ Furthermore,  it  adopts  ASEAN's  mixed  characteristic  of  pursu- 
ing the  establishment  of  ASEAN's  norms  through  defense  and  security 
cooperative  efforts  and  consensus-based  decision-making  mechanism. 
Hence,  the  ADMM  might  inherit  the  ASEAN's  blunder  since  its  esta- 
blishment. 

The  second  meeting  in  Singapore  nevertheless  successfully  agreed 
on  the  ADMM  three-year  work  program  to  provide  a  solid  base  for  the 
future  ADMM  and  further  extend  the  future  APSC  completion.  The 
third  ADMM  meeting  was  held  in  Thailand  and  it  welcomed  three 
initiatives  from  Indonesia,  Singapore  and  Thailand.  The  third  meet- 
ing illustrates  the  mixture  of  security  cooperation  concepts  within  the 
ADMM.  Indonesia  proposed  an  ASEAN  Military  Rapid  Response  Task 
Force  for  Humanitarian  Assistance  on  Disaster  Relief,  whilst  Singapore 
prepared  the  concept  paper  of  'ADMM  Plus'  mechanism  and  Thailand 
came  with  the  concept  paper  on  ASEAN  Defense  Establishments  and 
CSOs  Cooperation  on  Non-Traditional  Security. 

Therefore,  while  ADMM  was  initially  estabhshed  to  enhance  one 
specific  pillar  of  the  ASEAN  Commimity,  the  last  three  meetings  of  the 
ADMM  suggest  that  it  is  deliberately  imitating  ASEAN  mechaiusms 
and  mixed  characteristics.  Hence,  ADMM  might  significantly  contrib- 
ute to  another  lack  of  progress  of  the  implementation  of  the  ASEAN 
Communities. 

ASEAN  Defense  Ministers'  Meeting  (ADMM):  A  Progressive  forum 
or  another  talk-shop? 

Auspiciously,  the  ADMM  succeeded  in  establishing  a  three-year 
program.  These  programs  were  agreed  on  November  2007  in  Srnga- 
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pore.  Thus,  the  progress  of  the  ADMM  can  be  measured  based  on  the 
completion  of  this  framework.  This  seeks  to  provide  an  appropriate 
and  objective  assessment  of  the  ADMM  based  on  its  three-year  pro- 
gram. Rationally,  a  high  score  on  the  three-year  program  would  con- 
tribute positively  to  the  importance  of  ADMM.  Additionally,  an  ob- 
jective assessment  is  necessary  to  provide  a  firm  foundation  of  what 
has  been  achieved  and  how  ASEAN  can  properly  move  forward  to  the 
completion  of  APSC  completion  by  2015. 

Kevin  Keough  acknowledges  several  criteria  and  guidelines  for 
govermnent  effectiveness  that  includes  early  identification  and  open- 
ness to  ensure  oversight  and  accountability  requirements.^"  Similar  cri- 
teria and  guidelines  would  properly  fit  in  the  assessment  of  ADMM's 
effectiveness.  Hence,  the  below  scorecard  would  only  focus  on  these 
three  components  -  early  identification  (issue  discourses),  firm  foim- 
dation  (legal  product  or  other  proves  of  implementation)  and  open- 
ness (public  information  aspect).  The  measurement  is  employed  vis- 
a-vis the  summary  of  38  indicators  for  the  ADMM's  three-year  work 
program.^^ 

The  scorecard  would  simply  use  a  dichotomous  scoring  system  (1 
for  a  yes  and  0  for  a  no  occurrence  or  availability).  This  dichotomous 
system  is  not  a  flawless  system  but  it  serves  as  a  simple  scoring  system. 
The  scorecard  may  also  lack  prioritization  or  any  finer  analyses  since 
all  indicators  and  components  would  have  the  same  weight  without 
trying  to  capture  any  "grey  areas"  which  could  possibly  occur.  The 
scorecard  uses  various  open  source  materials  in  collecting  the  data  that 
includes  the  internet,  newspapers,  as  well  as  some  official  publications 
that  can  be  accessed  without  any  specific  mechanism  to  ensure  the 
"openness"  component  of  the  program. 

ADMM  three-year  program's  scorecard  results:  success  or  failure? 

The  2"^*  ADMM  in  Singapore  November  2007  signed  the  ADMM 
three-year  program,  which  has  a  timeframe  of  2008  -  2010  for  its  com- 
pletion. It  has  five  areas  of  priority  and  38  programs  of  actions.  The  five 
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areas  of  priority  are  (1)  Promoting  Regional  Defense  and  Security  Co- 
operation; (2)  Shaping  and  Sharing  of  Norms;  (3)  Conflict  Prevention; 
(4)  Conflict  Resolution;  and  (5)  Post-Conflict  Peace  Building. 
Listed  below  are  the  details  of  the  programs. 


PROGRAM 

ACTION 

A      Promoting  Regional  Defense  and  Security  Cooperation 

A.l.  Promote  understanding  of  de- 

I 

C;iuiciin.t;  rransparency  and  open- 

fense  and  security  policies,  struc- 

iiebb Liiruugn  voluntary  Drienngs  on 

tures.  SVStems  and  dpvplnnmpnfc 

national  defense  and  security  poli- 

Lieb,  buuLLures,  systems  anci  uevel- 

/rnm  on  fc 
(JUlllcllLS 

Z 

Share  information  materials  through 

voluntary  briefings  or  exchanges  of 

national  defense  and  security  poli- 

cies, structures,  systems  and  devel- 

opments, including  dissemination 

of  such  information  to  defense  uni- 

versities, military  academies  and 

staff  colleges,  think  tanks  and  simi- 

lar institutions 

3 

Support  tlie  holding  of  the  Track- 

Two  events,  including  the  conduct 

of    ronfprpnrpt?     worWciVinriQ  anH 

seminars  on  defense  and  securit}' 

issues  and  challenges 

A.2.  Build  upon  existing  and  fu- 

4 

Place  under  its  purview  and  pro- 

ture defense  and  military  interac- 

vide guidance  to  existing  and  fu- 

tion and  cooperation 

ture  defense  and  military  officials 

'dialogue  and  cooperation  in  which 

ASEAN  defense  officials  participate 

5 

Enhance  consultation  and  coopera- 

tion on  regional  defense  and  seairi- 

ty  matters  between  ASEAN  and  its 

friends  and  Dialogue  Partners. 
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D 

Promote  and  open  and  outward 

AN  friends  and  Dialogue  Partners, 

through  an  ADMM  Plus  process,  at 

a  pace  comfortable  to  all 

B      Shaping  and  Sharing  of  Norins 

B.l.  Support  the  development  and 

7 

Sunnnrt   thp    Hpvplnnmpnt   nf  ^in 

1— '  U  Li*  L-'VJ i  C       LI  Id^                V            L^XX  ICl  L  L       WX       CIX  L 

dUUULlUll    Ui    llUiillb    tXLclL  UlUlllULt, 

/\jc,/\in  v^narter 

rppinnal  DParp  and  spnirifv 

Q 
O 

Duppurt  ine  accession  to  tne  ireaty 

or/\iriity  axiQ  L-ooperaLion.  dv 

9 

V— wi.  ILi  IL/Ll  Lt.    \.\J    LI  IC   1  U.il   liillJltrliLcri  LLd 

nun  or  uie  L/cCiaranon  on  tne  k_on~ 

n  n       o f  T^a  Tti  t^c  in  t"!^ <^  Qr^i  1 (^Vi  in  a 

I^LIV,!.    yJi.    X  CXl.\,iXZj    JLl  I    Li  IC    lJ\JL1L1L    V^l  LLl  Ld 

Spa    anH       iTTrmT'h   fhfi         onfi  on  or 

a   TPCional    r'oHfa   or   r'onOTir''f'  in  t"nfi 
CX    ICiilUl  Idi                    UL             ILJ.LJ.L,L    11 1    LI  It. 

Doutn  i^nina  oea  b 

10 

^nnTiOT'i"  fViP  rpciolntion  oiii'c:f'anH- 

U  L/     wjL  L  Li.  LC  1  CS^Jl  Li.  Ll\^l  L  \JL  \J  LI  LS  Ldl  IV^ 

ino"  itic;np<5  to  pn^nrp  fVip  t^icnrincr  of 

J-l  I tl    IDOLICO    LW    CllOLllC    Li  IC    JlclX  1 1 1  itL  \JL 

Nuclear  Weapons  States  to  the  Pro- 

tocol to  the  South  East  Asian  Nucle- 

ar AA/^panorm  T^tpp  7n'np  TVpa'hA 

1 JL 

iDUpUwlL   Ulc  IxlipicllltrllLdLlUll  UI  dXl 

A  S  H  « M    {^on\7^^nf^on     on  i'onnfoT" 

TlpTroTi  QTn 

X  CX  X  \JL  XoXX  L 

^iTOTtori' f*nfi  H P\/^plo'nmfin  f  anrl  r^rlor^- 

lJLI-L^  L^WX  L  LI  IC  LJ.CVCILJL'IX  ICX  IL  dX  \\X  dUwU 

■Hon  Or  norm q  ho  nromoff^  A  QTh  A  ^.T 

LXUXl    WX    XLVJXXXlO    LU    L/XUlllULC  /A«JLjZT.Xn 

maritime  security  cooperation 

13 

Support    the    development  and 

adoption  of  norms  cooperation  on 

non-traditional  security  concerns. 

as  well  as  transnational  and  trans- 

boundary  security  challenges 
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B.2.  Promote  the  development  of 
norms  that  enhance  ASEAN  de- 
fense and  security  cooperation 

14 
15 

16 

Contribute   towards  implementa- 
tion of  agreements  on  defense  and 
security  cooperation 
Initiate  preparatory  work  for  the 
development  of  practical  coopera- 
tion programs  among  the  militaries 
of  ASEAN  Member  Countries 
Explore  and  promote  agreements 
on  the  status  of  visiting  forces  be- 
tween ASEAN  Member  Coimtries 

C     Conflict  Prevention 

C.l.  Promote  mutual  trust  and  confidence  through  greater  imderstanding  of 
defense  and  security  issues  and  challenges 

17 
18 

19 

Exchange  views  on  regional  and 
international  defense  and  security 
issues  and  challenges 
Share  information  materials  on 
perceptions  of  regional  and  inter- 
national defense  and  security  is- 
sues and  challenges  through  pub- 
lication and  exchange  of  national 
security  outlooks,  defense  white 
papers  and  similar  materials,  with 
a  view  towards  providing  inputs 
for  the  publication  of  an  annual 
ASEAN  Security  Outlook 
Provide  relevant  inputs  towards 
the  development  of  an  ASEAN 
early  warning  system  to  prevent 
occurrence/escalation  of  conflicts 
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C.2.  Strengthen  confidence-building 

measures 

C  2  1  Promote  tTansnarenrv  pinH 

Wi  gcIIllZc         rcglUi  Id  1         cXLIlcli  IftCa 

openness 

?iinr\no"   AQln  AiM  rioroncd  cmH   mill  — 
clllUJllt  r\OC4r\L\   LI t. it.  1  list,   cUlU.  llllll 

IclLy  LilllL-lalo  dL  all  IcVclo,  IllLlUUillt 

among  ASEAN  military  academies 

91 

Promote  the  exchange  of  observers 

ill    liliiiLaly    eACiCibcS,  LUIIliXlcIloLl 

rate  with  the  capability  and  con- 

U.iLiuiL    Ui    trdLll    AVOC^iN  iVicIIlUci 

\_uu.niry 

22 

Sharp  informaHon  on  c;iiV>mi^Qi(Trm 

LCIX       XX  LXUl  11  let  Llv-*!  L   \JL  L   0  LI 11  L1.001VJ1  ID 

to  thp  T  nsj  Armc;  PpoiQtpr 

C.2.2.  Promote  cooperation  on  di- 

23 

ShaTP  hpc:f  Tirartir'pc;  and  TtaHnnal 

i—*!  ICIX         l_/v,0  L     L/X  CIV-  Li-V-CS     d  1            1  ICl  LlUl  lul 

^ri^tpr  relief  and  emprp'pnrv  nnpra- 

lJLCULUcIIU.       V-/ L'Cld.lil  Iti       i  iULCtiLliCiJ 

turn c  rf^T"  rii im ClT^^'^"^T'1  an  ■miT*T^/~\coc 
LlUllD  L\JL  ILUJ-lLcuLLLclliclIl  ULUpUbco 
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C.2.3.  Promote  cooperation  on  non- 
traditional  security  concerns 
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Conflict  Resolution 
D.l.  Promote  the  development  of 
mechanisms  for  the  peaceful  settle- 
ment of  disputes 


D.2.  Develop  regional  coopera- 
tion for  maintenance  of  peace  and 
stability 
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Consider  establishing  more  links 
and  coordination  mechanisms  be- 
tween the  ASEAN  member  states 
to  enable  efficient  and  faster  deliv- 
ery of  aid  in  times  of  emergency 
Identify,  prioritize  and  undertake 
practical  cooperation  on  non-tradi- 
tional security  concerns,  as  well  as 
transnational  and  trans-boundary 
security  challenges 
Promote  maritime  security  coop- 
eration 


Provide  relevant  inputs  to  the  study 
and  analysis  of  existing  modes  of 
dispute  settlement  and  the  deve- 
lopment of  additional  mechaiusms 
Provide  relevant  inputs  to  the  re- 
search and  studies  on  conflict  ma- 
nagement and  resolution 
Take  stock  of  existing  peace  keep- 
ing capabilities  of  ASEAN  Member 
Countries 

Undertake  a  needs  assessment  to 
identify  areas  of  cooperation  for 
capacity  building 
Establish  a  network  among  ASEAN 
peacekeeping  centers  to  conduct 
joint  planning,  training  and  shar- 
ing of  experiences  with  a  view  to 
establishing  an  ASEAN  Arrange- 
ment for  the  maintenance  of  peace 
and  stability 
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Utilize  existing  and  planned  na- 

tional    peacekeeping    centers  in 

ASEAN  Member  Countries  to  es- 

tablish regional  arrangements  for 

the  maintenance  of  peace  and  sta- 

bility 
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Post-Conflict  Peace  Building 

E.l.  Strengthen  rendition  of  hu- 
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Share  best  practices  in  such  areas 

manitarian  assistance  in  conflict 

as  the  establishment  of  safe  havens 
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for  displaced  persons  and  military 

participation  in  humanitarian  cri- 

ses management  and  assistance 

and  post-conflict  resolution  and 
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Support  the  development  of  co- 

ordination forms  for  military  par- 

ticipation in  humanitarian  crisis 

management  and  assistance  and 

post-conflict  and  rehabilitation 

Surprisingly,  based  on  the  scorecard,  the  ADMM  three-year  pro- 
gram has  scored  83%  of  its  total  completion.  The  discourse  part  suc- 
ceeded in  achieving  97%,  whilst  the  public  information  and  implemen- 
tation scored  84%  and  68%  respectively. 
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The  first  main  area  under  the  three-year  ADMM  program  is  pro- 
moting regional  defense  and  security  cooperation.  This  area  seeks 
to  strengthen  the  foundation  of  the  cooperative  security  conception. 
Based  on  the  three  pillars  to  assess  the  programs,  this  area  achieved 
83%  of  its  six  actions  target.  The  discourse  part  contributes  100%  fulfill- 
ment, additionally,  the  implementation  pillar  scores  83%  and  the  pu- 
blic information  got  66%.  The  result  is  perfectly  in  line  with  the  initial 
idea  of  ASEAN  as  a  cooperative  security.  However,  the  ADMM  needs 
to  have  a  better  public  outreach  program  so  the  public  can  clearly  com- 
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prehend  that  the  defense  cooperation  amongst  ASEAN  members  are 
indeed  taking  place. 

The  second  area  pursued  by  the  ADMM  three-year  program  is 
the  shaping  and  sharing  norms.  This  area  is  irdine  with  the  objective 
of  security  community.  The  result  of  the  scorecard  for  this  category  is 
quite  excellent.  The  category  which  has  10  actions,  achieved  86%  of  its 
target.  Both  the  discourse  and  public  information  pillars  scored  perfect 
in  this  category,  whilst  the  implementation  achieved  60%.  Failures  that 
occurred  in  the  implementation  pillar  are  the  most  sensitive  security 
issue  for  ASEAN — for  instance,  the  action  for  contributing  to  the  full 
implementation  of  the  Declaration  on  the  Conduct  of  Parties  in  the 
South  China  Sea  and  support  the  adoption  of  a  regional  code  of  con- 
duct in  the  South  China  Sea.  Meanwhile,  imdoubtedly,  the  scorecard 
gives  evidence  that  ADMM  did  not  significantly  succeeded  in  shap- 
ing norms.  Consequently,  the  ADMM  should  serve  more  as  practical 
defense  cooperation  rather  than  struggling  in  shaping  norms  amongst 
ASEAN  members. 


Shaping  and  Sharing  of  Norms 


The  next  area  is  conflict  prevention,  which  scores  highest.  The 
category  scores  88%  of  the  total  completion  of  its  12  actions.  There  are 
issues  where  the  programs  need  to  be  focused,  due  to  no  occurrence  in 
the  period  of  2008-2010 — for  example,  ASEAN's  early  warning  system 
mechanism  as  well  as  the  information  sharing  on  submissions  to  the 
UN  Arms  Register.  On  this  particular  area,  the  discourse  pillar  scored 
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Conflict  Prevention 


92.30 

(discourse)  69.23 


92%,  whilst  the  implementation  and  public  information  scored  69% 
and  84%  respectively. 

The  conflict  resolution  area  consists  of  seven  actions  that  need 
to  be  taken  between  2008  and  2010.  However,  the  area  achieved  the 
lowest  score  amongst  others.  Conflict  resolution  only  completed  ap- 
proximately 81%  of  its  target.  One  of  the  failures  in  this  area  is  the 
non-occurrence  of  the  study  and  analysis  of  existing  models  of  dis- 
pute settlement  and  the  development  of  additional  mechanisms.  Ad- 
ditionally, the  ADMM  was  not  too  successful  in  utilizing  existing  and 
planned  national  peacekeeping  centers  in  ASEAN  Member  Countries 
to  establish  regional  arrangements  for  the  maintenance  of  peace  and 
stability. 

Lastly,  the  ADMM  three-year  program  seeks  to  attain  results  in 
the  area  of  post  conflict  peace  building  with  its  two  actions.  This  area 
scored  approximately  83%.  The  only  imperfect  score  came  from  the 
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implementation  of  the  sharing  of  best  practices  in  such  areas  as  the 
establishment  of  safe  havens  for  displaced  persons  and  military  par- 
ticipation in  humanitarian  crises  management  and  assistance  in  post- 
conflict  resolution  and  rehabilitation. 


Post  Conflict  Peace  Building 


12  3 


Further  recommendations  and  conclusion 

Based  on  the  assessment  of  the  three  categories  of  discourse,  im- 
plementation and  public  information  above,  the  ADMM  three-year 
program  appears  to  achieve  most  of  its  planned  actions.  However,  the 
APSC  seems  to  be  still  far  away  from  completion. 

There  are  at  least  two  arguments  on  why  ADMM's  three-year 
program  is  not  seen  as  a  significant  instrimient  in  achieving  APSC's 
completion  by  2015.  Firstly,  the  ADMM's  programs  are  applying  an 
"ASEAN  minus"  or  "bilateral /trilateral"  principle^^  which  implies 
on  positive  score  of  occurrence  but  contributes  quite  negatively  to  the 
basic  notion  of  security  community.  Secondly,  it  is  not  easy  to  obtain 
reliable  information  on  the  positive  actions  that  have  been  carried  out 
by  ADMM.  The  information,  though  probably  open  for  public,  is  in- 
deed very  limited  in  numbers.  It  is  highly  important  for  ADMM  and 
ASEAN  therefore  to  consider  a  better  public  outreach  strategy. 


The  ADMM  three-year  program  use  the  term  of  "at  a  pace  comfortable  to  all"  and  several 
military  exercises  or  exchanges  were  done  only  by  a  number  of  ASEAN  member  countries  and 
never  all  10. 
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The  ADMM  three-year  program  has  also  given  Indonesia  a  solid 
and  constructive  base  to  continue  on  carrying  out  the  APSC's  comple- 
tion during  its  chairmanship  in  2011.  It  is  important  for  Indonesia  to 
propose  another  four-year  program  of  ADMM  to  ensure  the  comple- 
tion of  APSC  by  2015.  Traditionally,  ASEAN  wiU  aim  to  secure  its  se- 
curity commimity  notion  and  embrace  liberalist  conception  of  secu- 
rity cooperation  as  well.  Thus,  Indonesia  will  need  to  focus  on  at  least 
two  areas  that  are  shaping  norms  and  enhance  functional  security  co- 
operation. Additionally,  Indonesia  will  need  to  stringently  deal  with 
the  overlapping  arrangement  of  security  cooperation  within  ASEAN, 
namely  the  ARE  and  ADMM.  It  is  important  for  Indonesia  to  put  more 
defense  and  military  focus  imder  the  ADMM  and  proposed  the  ARE  to 
deal  with  more  non-defense  and  military  security  issues. 

There  are  several  important  ADMM  agendas  that  have  to  be  con- 
ducted by  Indonesia  during  its  chairmanship  in  2011.  Firstly,  in  order 
to  shape  and  share  regional  norms,  it  is  important  for  Indonesia  to  en- 
hance military  professionalism,  including  sharing  the  idea  of  a  non-in- 
terventionist military  force  to  other  ASEAN  member  coimtries.  In  addi- 
tion, Indonesia  needs  to  enhance  the  confidence  building  measures  in 
ASEAN.  Thus,  it  is  highly  important  for  Jakarta  to  improve  the  quality 
and  quantity  of  national  briefings  as  well  as  ensuring  the  adherence  of 
the  Code  of  Conduct  of  the  Parties  in  the  South  China  Sea  and  South 
East  Asian  Nuclear  Weapons  Eree  Zone  Treaty  (SEANWEZ). 

Secondly,  in  order  to  enhance  the  fimctional  defense  and  military 
cooperation,  it  is  important  for  Indonesia  to  accelerate  the  cooperation 
in  himiarutarian  and  disaster  relief  operations  because  it  is  initially 
proposed  by  Jakarta.  Hence,  it  is  important  for  ADMM  to  utilize  the 
peacekeeping  centers  in  ASEAN  member  countries  to  conduct  joint 
planning,  training,  and  sharing  of  experiences  for  the  maintenance  of 
peace  and  stability,  particularly  to  conduct  emergency  response  and 
disaster  relief  operations.  Additionally,  the  centers  need  to  take  stock 
of  existing  peace  keeping  capabilities  of  ASEAN  Member  Countries  to 
perform  better  coordination  in  dealing  with  numerous  security  chal- 
lenges in  ASEAN,  namely  natural  disaster,  maritime  security  issues, 
and  the  South  China  Sea  security  challenges.  Hence,  hopefully  Indo- 
nesia could  accelerate  the  progress  of  APSC  completion  by  putting  for- 
ward a  defense  and  security  agenda  imder  the  ADMM.  *** 


RECENT  POLITICAL  DEVELOPMENT 


Challenges  for  Future  Reforms 

Department  of  Politics  and  International  Relations  -  CSIS 


A  Rising  Tide  of  Violence:  Signs  of  State  Failure? 

Between  late  September  and  early  October  2010,  it  appears  that 
violence  were  on  the  rise  once  again — in  intensity,  frequency,  and  in 
geographical  areas  across  Indonesia.  In  this  regard,  the  state  should 
have  been  held  responsible  for  providing  peace  and  security  within  its 
territory.  Yet  if  anything,  signs  of  state  failure  are  becoming  apparent. 
One  could  also  argue  that  the  spate  of  violence  is  an  apparent  reflec- 
tion of  the  increasing  loss  of  respect  for  Indonesia  as  a  state  and  as  a 
nation  as  well. 

One  of  the  latest  cases  involve  the  stabbing  of  members  of  the 
Huria  Kristen  Batak  Protestan  (HKBP)  church  in  Ciketing,  Bekasi,  and 
endless  attacks  on  the  congregation  of  Ahmadiyah  and  their  mosques 
in  the  last  few  years  (the  most  current  being  in  Cisaladah,  Ciampea, 
Bogor,  West  Java).  Following  the  incident,  HKBP  church  leaders  Rev. 
Luspida  Simandjimtak  and  Hasian  Lumbantoruan  Sihombing  were 
wounded.  In  response  to  queries,  HKBP  members  were  claimed  to 
have  been  insisting  on  conducting  their  Sunday  mass  on  a  disputed 
piece  of  land  despite  strong  opposition  from  local  residents  claiming 
that  the  church  violated  a  joint  ministerial  decree  by  holding  a  service 
without  an  official  permission  from  the  local  administration.  Numer- 
ous legal  experts  and  legislators  however  have  argued  that  the  joint 
ministerial  decree  used  as  the  basis  for  banning  religious  services  does 
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not  have  a  valid  legal  basis  as  it  is  not  officially  part  of  the  country's 
legal  hierarchy. 

Meanwhile,  at  Cisaladah,  20  people  were  allegedly  throwing 
stones  at  an  Ahmadiyah  mosque  under  construction  in  the  area  and 
subsequently  set  fire  to  the  surrounding  properties,  including  the 
mosque,  five  houses,  a  car  and  two  motorcycles.  According  to  a  police 
report,  the  attack  was  triggered  by  a  rumor  that  Ahmadiyah  followers 
had  stabbed  and  killed  two  residents  of  Pasar  Salasa  village.  In  addi- 
tion to  these  two  incidents,  another  communal  riot  happened  in  Tara- 
kan,  Kalimantan.  Also,  an  armed  robbery  of  a  bank  and  ATM  occurred 
in  Sumatera  as  an  armed  riot  took  place  in  Jakarta. 

The  clash  between  two  ethnic  groups  in  Tarakan  killed  five  peo- 
ple and  injured  six  others.  The  incident  supposedly  began  with  rival 
groups  setting  several  houses  and  shops  ablaze  after  a  man  from  the 
native  Tarakan  tribe  of  Tidung  was  allegedly  assaulted  to  death  by  a 
group  of  ethnic  Bugis  men  from  Sulawesi.  A  clash  later  erupted  on 
Sunday  Yet,  it  took  a  while  for  the  National  Police  Chief,  Gen.  Bam- 
bang  Hendarso  Danuri  to  .deploy  two  battalions,  one  each  from  the 
Mobile  Brigade  and  the  Indonesian  Military  (TNI).  The  corvflicting  par- 
ties in  Tarakan  finally  negotiated  and  signed  a  peace  accord,  which 
ended  days  of  deadly  clashes  between  natives  and  migrants.  Under 
the  10-point  accord,  the  two  ethnic  groups  agreed  to  jointly  organize 
an  Idul  Fitri  celebration.  The  conflicting  parties  also  urged  the  police  to 
take  the  riot  perpetrators  to  court  and  appeal  to  everybody  to  respect 
local  traditions. 

In  the  capital  of  Jakarta,  a  fight  between  ethnic  gangs  from  Flores 
and  Ambon  broke  out  before  a  third  trial  hearing  looking  into  a  brawl 
at  an  upscale  Blowfish  Bar  in  April  2010  where  two  people  were  killed. 
The  two  groups  fought  each  other  with  machetes,  blades,  handmade 
guns  and  stones  on  Jl.  Ampera  Raya  just  outside  the  court  building, 
killing  three  and  injuring  12  others. 

These  cases  suggest  several  implications.  Firstly,  it  is  obvious  that 
the  state's  early  warning  system  is  not  working  properly,  leading  to 
a  failure  to  anticipate  any  possible  armed  conflicts  within  the  society. 
Secondly,  the  state  clearly  needs  to  work  on  their  capacity  to  limit  the 
distribution  of  firearms  or  other  assault  weapons  witliin  the  society. 
Thirdly,  the  state  could  not  provide  a  reliable  law  enforcement  appara- 
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tus;  hence,  the  people  prefer  to  take  the  matters  into  their  own  hands. 
In  fact,  vigilante  behavior  and  mob  violence  are  just  symptoms  of  how 
the  government  has  lost  the  trust  and  respect  of  the  society. 

A  Resurgent  Terrorist  Threat? 

Indonesia  is  still  confronted  with  another  emerging  threat  of  ter- 
rorism. An  armed  group  consisting  of  12  to  14  people,  believed  to  be 
terrorists,  attacked  the  Hamparan  Perak  police  station  in  Deli  Serdang 
regency.  North  Sumatra,  in  late  September  2010.  The  attackers  fatally 
shot  three  police  officers  and  were  likely  related  to  a  previous  raid  on 
the  hideout  of  alleged  terrorists  carried  out  by  the  Special  Anti-Ter- 
ror Detachment  88.  Several  analysts  later  claimed  that  the  attack  was 
part  of  a  local  terror  network  targeting  state  apparatus.  National  Po- 
lice Chief  Gen.  Bambang  Hendarso  Danuri  said  that  the  attack  had 
been  planned  for  quite  some  time  given  the  precision  and  tidiness  of 
the  attack.  According  to  some  witnesses,  the  attackers  seem  to  be  well 
trained  in  using  firearms.  Gen.  Danuri  then  ordered  police  precincts 
across  the  cormtry  to  anticipate  similar  attacks. 

The  police  suspected  that  the  attackers  might  be  members  of  the 
terrorist  group  believed  to  be  responsible  for  the  August  armed  rob- 
bery of  a  CIMB  Niaga  bank  in  Medan  in  August.  Based  on  bullet  pro- 
jectiles foimd  at  the  location,  there  were  evidences  that  the  attackers 
used  AK-16  and  FN  pistols.  These  are  the  same  type  of  firearms  used 
by  the  armed  during  the  CIMB  Medan  heist,  which  claimed  the  life  of 
a  police  officer.  The  Police  also  suspected  that  the  perpetrators  were 
tasked  with  raising  money  to  buy  weapons. 

The  brazen  attack  has  further  intensified  Indonesia's  himt  over 
remaining  terrorist  groups  and  cells.  The  police  dispatched  the  Special 
Anti-Terror  Detachment  88  and  the  Mobile  Brigade  (Brimob)  to  hunt 
down  the  attackers.  Despite  the  absence  of  a  well-defined  regulation 
and  SOP,  the  military  also  recently  joined  the  police  operations  against 
suspected  terrorists  in  North  Sumatra.  TNI  members  were  reportedly 
giving  the  police  information  on  the  location  regarding  the  armed  mili- 
tants and  were  involved  in  surrounding  the  suspects. 

This  case  highlights  several  issues.  Firstly,  it  is  likely  that  the  pat- 
terns of  terrorism  in  Indonesia  has  moved  beyond  attacking  symbols 
of  Western  civilization  into  attacking  state  apparatus  and  officials.  Se- 
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condly,  the  state  has  shown  its  willingness  and  capability  in  hunting 
down  the  terrorist  network  in  Indonesia.  In  fact,  compared  to  the  once 
criticized  complacent  response,  the  state  has  deployed  full  resources— 
both  police  and  military  personnel  and  assets— in  tracking  down  the 
terrorist  network.  It  is  also  important  however  that  the  government 
provide  these  efforts  with  an  appropriate  legal  framework.  It  is  par- 
ticularly crucial  to  have  an  established  standard  operating  procedures 
and  rules  of  engagement  amongst  security  apparatus  in  the  context  of 
combating  terrorism  in  Indonesia. 

The  Yudhoyono  Administration  in  2010:  Solid  or  Sloppy? 

In  October  2010,  observers  predicted  that  President  Susilo  Bam- 
bang  Yudhoyono  (SBY)  would  effortlessly  pass  his  first  evaluation 
phase  for  at  least  two  reasons.  Firstly,  his  landslide  victory  in  the  pre- 
vious presidential  election  and  secondly  because  of  the  evidence  of  a 
resilient  Indonesian  economy,  which  has  survived  the  worst  impact 
of  the  global  financial  crisis.  His  significant  re-election  should  have 
provided  the  President  with  a  golden  opportunity  to  consolidate  the 
Indonesian  economy  and  poHtical  atmosphere  for  a  more  solid  growth 
in  the  years  ahead.  However,  his  first  year  of  his  second  term  in  office 
turned  out  to  be  the  most  turbulent  year  of  his  presidency.  This  turbu- 
lence was  caused  by  several  upheavals. 

First,  the  scandal  of  the  Bank  Century  bailout  significantly  dam- 
aged the  SBY's  political  coalition  right  off  the  gate.  An  imdetermined 
incumbent  president  in  this  case  has  added  further  uncertainties  in  In- 
donesia's fragile  political  system.  Secondly,  the  continuous  scandals  in- 
volving law  ervforcement  officials;  including  endless  corruption  cases, 
tax  evasion,  tax  brokers,  and  surrogate-inmate  in  Indonesia's  judicial 
system.  In  the  third  week  of  March  2010,  Police  Commodore  General 
Susno  Duaji  even  blew  a  whistle  by  accusing  several  police  generals 
as  "brokers"  in  the  money  laimdering  and  tax  evasion  cases  involving 
a  tax  officer  by  the  name  of  Gayus  Tambiman.  Reactions  were  varied. 
The  presidential  anti-graft  task  force  called  for  an  investigation  into 
those  named  by  Duadji.  While  the  National  Police  mentioned  that  they 
will  charge  the  former  chief  of  detectives  for  defamation.  Once  again, 
the  public  is  caught  in  a  big  whirl  of  confusion.  Additionally,  that  Gay- 
us was  caught  red-handedly  gallivanting  while  being  a  detainee,  and 
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the  case  of  the  surrogate-inmate  in  Bojonegoro,  East  Java,  further  deep- 
.  ened  public  distrust  towards  Indonesia's  law  enforcement  effort. 

Thirdly,  the  under-performing  cabinet.  Though  all  three  coordi- 
:  nating  ministers  claimed  a  triumphant  achievement  within  one  year  of 
their  tenure,  many  observers  are  concerned  about  the  performance  of 
I  current  ministers.  It  is  reported  that  many  policy  targets  set  out  by  the 
ministers,  and  were  being  assessed  by  the  Presidential  Unit  for  Deve- 
lopment Monitoring  and  Control  (UKP4),  were  vague  and  did  not  pos- 
itively contribute  to  Indonesia's  welfare  and  needs.  Additionally,  the 
government  made  several  significant  administrative  flaws  that  led  to 
the  unclear  legal  status  of  the  Attorney  General,  Hendarman  Supand- 
ji — and  his  eventual  resignation.  This  highlights  the  State  Secretariat's 
disorganization  and  inability  in  running  state  administrative  tasks. 

The  AG  case  further  adds  other  administrative  flaws  after  the  case 
of  Anggito  Abimanyu,  the  Finance  Ministry's  former  head  of  fiscal 
policy  who  was  slated  to  become  Deputy  to  Finance  Minister  in  May 
2010.  He  already  signed  an  integrity  pact  but  was  later  withdrawn  as 
a  nominee  as  his  administrative  rank  as  a  civil  servant  was  too  low  for 
the  post.  Though  his  rank  was  later  raised,  but  Anggito  was  never  ap- 
pointed to  the  post.  The  State  Secretariat  was  also  recklessly  postponed 
the  appointment  of  Gita  Wirjawan  as  the  new  Investment  Coordinat- 
ing Board  (BKPM)  chairman,  twice.  He  was  initially  scheduled  to  be 
installed  on  21  October  2009  with  other  ministers,  but  was  postponed 
to  9  November  2009.  After  being  put  off  for  the  second  time,  Gita  fi- 
nally took  office  on  11  Nov  2009. 

Another  political  blimder  was  the  case  of  Yogyakarta's  status  as 
a  special  region.  The  central  government  suggested  that  a  democratic 
election  is  a  compulsory  mechanism  to  choose  a  governor  of  the  mo- 
narchical Yogyakarta,  a  position  that  has  been  hitherto  automatically 
handed  to  the  reigning  Sultan.  Regardless  of  the  precise  nature  of  the 
President's  remark  on  the  monarchy  and  democracy,  he  seriously  dam- 
aged the  feelings  of  Yogyakartans  who  have  long  prided  themselves 
over  the  special  status  of  their  province. 

Given  these  hiccups,  it  is  not  surprising  that  according  to  a  re- 
cent poll,  the  people  are  mostly  unsatisfied  with  the  President's  perfor- 
mance during  the  first  year  of  his  second  term  in  office.  The  Indonesian 
Survey  Circle  (LSI)  conducted  the  survey  amongst  1,000  people  on  the 
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1st  of  October  2010.  The  LSI  gave  two  colored  markings  indicating  a 
satisfaction  rate  of  less  than  50  percent,  and  a  blue  mark  indicating 
the  contrary.  The  survey  reveals  that  the  current  cabinet  had  four  red 
marks  and  two  blue  marks  after  being  in  office  for  a  year. 

The  first  red  mark  is  on  the  area  of  foreign  policy.  Only  less  than 
43  percent  of  the  respondents  were  satisfied  with  the  way  the  govern- 
ment handled  foreign  affairs.  They  also  highlighted  the  government's 
incapacity  in  addressing  recurrent  border  and  migrant  worker  disputes 
with  Malaysia.  The  second  red  mark  is  on  the  area  of  national  economy 
Despite  the  fact  that  the  cabinet  was  quite  successful  in  earning  posi- 
tive macroeconomic  indicators,  such  as  growth  and  a  strong  exchange 
rate,  the  people  were  very  unhappy  with  the  day-to-day  economy.  This 
includes  the  rising  price  of  rice,  sugar,  chili,  meat  and  other  basic  and 
substantial  commodities. 

The  third  red  mark  is  on  the  area  of  law  enforcement;  mainly  due 
to  the  increasing  incidents  of  religious  violence  and  the  alleged  framing 
of  Corruption  Eradication  Commission  leaders.  Only  approximately 
49  percent  of  people  interviewed  were  satisfied  in  this  area.  The  last 
red  mark  is  on  the  area  of  politics.  According  to  LSI,  this  is  because  of 
the  President's  inability  to  prevent  politicians,  particularly  those  who 
are  within  his  coalition  from  using  the  Bank  Century  scandal  to  im- 
dermine  his  administration.  Yudhoyono's  management  of  the  scandal 
was  widely  perceived  as  the  primary  reason  behind  the  resignation  of 
Indonesia's  revered  former  finance  minister  Sri  Mulyaru  Indrawati. 

Meanwhile,  the  current  cabinet  achieved  two  blue  marks  on  the 
areas  of  maintaining  security  and  improving  the  people's  welfare. 
Approximately  63.2  percent  of  respondents  believed  that  the  cabinet 
contributed  to  maintaining  Indonesia's  security  condition,  while  60.2 
percent  of  the  respondents  said  that  the  government  had  improved 
people's  welfare.  Additionally,  the  survey  reveals  tliat  only  47.1  per- 
cent of  respondents  supported  the  cmrent  Vice  President  and  only  46.5 
percent  were  satisfied  with  the  ministers. 

Many  analysts  believed  that  tliis  poll  could  serve  as  the  initial 
foundation  for  the  need  to  re-shuffle  the  cabinet.  Forestry  Minister 
Zulkifli  Hasan,  Justice  and  Human  Rights  Minister  Patrialis  Akbar, 
Communications  and  Information  Technology  Minister  Tifatul  Sem- 
biring.  Religious  Affairs  Minister  Suryadharma  Ali,  Energy  and  Miner- 
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al  Resources  Minister  Darwin  Zuhaedy  Saleh,  Transportation  Minister 
Freddy  Numberi,  Manpower  and  Transmigration  Minister  Muhaimin 
Iskandar,  were  all  rumored  to  be  fragile  positions  due  to  their  lack  of 
significant  achievements. 

Hail  to  the  New  Chiefs? 

The  President  finally  decided  to  choose  General  Police  Timur  Pra- 
dopo,  former  Chief  of  Jakarta  Metro  Police,  as  his  sole  candidate  to  re- 
place National  Police  Chief  General  Bambang  Hendarso  Danuri.  While 
the  President  has  the  prerogative  to  choose  his  man,  Pradopo  was  not 
seen  as  a  wise  choice  given  his  latest  records  in  dealing  with  the  re- 
cent armed  clash  in  Ampera,  Jakarta  in  September  2010  and  the  attacks 
against  Christians  in  Ciketing  in  the  same  month.  Human  rights  activ- 
ists also  doubt  Pradopo's  commitment  to  human  rights.  Previously  the 
General  has  publicly  admitted  that  he  is  embracing  hard-liner  vigilan- 
te group  Islamic  Defenders  Front  (FPI).  Activists  were  very  concerned 
that  this  might  exacerbate  the  "culture  of  violence"  within  society. 
Others  were  highlighting  his  ignorance  when  he  was  summoned  by 
the  National  Commision  for  Human  Rights  (Komnas  HAM)  in  2003 
to  testify  in  the  case  of  the  1998  Trisakti  riots.  Anti-corruption  activists 
also  mentioned  that  there  were  never  any  breakthroughs  to  tackle  cor- 
ruption within  previous  imits  under  his  command. 

Yet,  amidst  strong  disagreements  from  civil  society  groups,  all  fac- 
tions within  the  parliament  approved  Pradopo's  candidacy,  with  only 
the  Indonesian  Democratic  Party  of  Struggle  (PDI-Perjuangan)  add- 
ing conditions  to  the  endorsement.  He  was  officially  appointed  to  the 
post  soon  afterwards.  Previously,  the  House  of  Representatives  also 
officially  endorsed  the  President's  nominee  for  the  Indonesian  Mili- 
tary (TNI)  Commander,  Admiral  Agus  Suhartono  (who  was  the  Navy 
Chief  of  Staf  then)  to  replace  Gen.  Djoko  Santoso.  Admiral  Suhartono 
was  the  sole  candidate  for  the  post  submitted  to  the  House.  After  pass- 
ing a  fit  and  proper  test,  he  was  officially  appointed  by  the  President 
soon  afterwards. 

Admiral  Suhartono  was  born  in  East  Java  in  1955  and  graduat- 
ed from  the  Naval  Academy  in  1978.  His  nomination  fitted  perfectly 
with  the  tradition  of  rotating  the  TNI  Commander  position  among  the 
service  chiefs  started  during  president  Abdurrahman  Wahid's  tenure. 
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Analysts  are  also  sharing  their  optimism  that  his  appointment  could 
develop  the  country's  maritime  forces  and  strengthen  its  overall  grand 
strategy  as  an  archipelagic  country.  Critics  however  pointed  that  Ad- 
miral Suhartono  might  not  be  able  to  significantly  push  Indonesia's 
military  reform  forward,  especially  as  it  relates  to  the  continued  ex- 
pansion of  Army's  territorial  command.  Others  even  suspect  that  his 
appointment  is  simply  "the  calm  before  the  storm"  as  the  real  game 
would  begin  in  2011  when  the  current  Army  Chief  of  Staff  would 
retire — which  would  be  slated  as  the  next  TNI  Commander  in  2013. 
There  are  several  two  and  three-star  Army  generals  touted  as  a  pos- 
sible candidate,  including  the  new  Chief  of  the  Army  Strategic  Reserve 
Command  (Kostrad),  Pramono  Edhie  Wibowo,  President  Yudhoyono's 
brother-in-law. 

Aside  from  the  policy  and  military,  the  President  also  installed 
Basrief  Arief  as  the  new  Attorney  General  replacing  the  legally  prob- 
lematic Hendarman  Supandji  and  Busyro  Muqoddas  as  Chair  of  the 
Corruption  Eradication  Commission  (KPK)  chief  replacing  Antasari 
Azhar.  The  legislators  appointed  Busyro  after  two  rounds  of  voting. 
In  the  first  round  of  votes,  members  of  the  House  selected  Busyro  as  a 
KPK  deputy  chair.  Subsequently,  the  second  roimd  of  voting  involved 
all  the  KPK  deputy  chairs,  where  Busyro  once  again  won.  He  therefore 
bested  his  only  rival,  renowned  lawyer-activist  Bambang  Widjojanto. 
Analysts  believe  that  both  candidates  were  competent  and  had  good 
reputation,  but  Busyro  was  the  safer  choice  given  Bambang's  strong 
reputation  as  an  activist.  However,  Busyro's  track  record  suggests  that 
he  would  not  be  easily  dictated  by  external  powers  in  running  the 
KPK. 

Only  one  day  before  the  process  to  elect  new  KPK  chief  ended,  the 
President  iastalled  Basrief  Arief,  a  retired  deputy  attorney  general,  as 
the  Attorney  General  to  replace  Hendarman  Supanji.  The  president's 
expert  staff  for  legal  affairs  Denny  Indrayana  mentioned  that  his  nomi- 
nation was  to  cater  to  concerns  from  different  sides.  One  side  called 
for  the  would-be  Attorney  General  [to  be  selected]  from  career  judges, 
while  another  side  demanded  non-career  judges.  Additionally,  the 
fact  that  Yudhoyono  has  personally  kiiown  Basrief  for  a  long  period 
of  time,  dating  from  when  he  was  coordinating  minister  for  political, 
legal  and  security  affairs,  also  helped  smootli  the  process. 
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Both  newly  appointed  officials  promised  to  combat  graft  and  other 
problems  in  their  respective  institutions.  Busyro  Muqoddas  promised 
that  the  KPK  would  continue  to  pursue  the  travelers'  cheque  scandal 
that  took  place  during  the  election  of  former  central  bank  deputy  se- 
nior governor  Miranda  Goeltom  and  allegedly  involving  some  parlia- 
mentarians. Meanwhile,  Basrief  promised  to  not  become  a  "political 
tool".  Analysts  believe  that  while  these  two  are  not  the  dynamic  duo 
in  Indonesia's  effort  to  eradicate  corruption,  Indonesia  needs  to  give 
these  men  a  chance.  Clearly  hopes  are  in  the  air,  but  these  two  new 
leaders  require  support  from  President  Susilo  Bambang  Yudhoyono 
himself.  Without  which,  Indonesia's  corruption  cases  and  woes  will 
continue  imhindered. 

Obama's  Homecoming:  Sealing  a  Genuine  Comprehensive  Partner- 
ship? 

After  three  cancellations,  Obama's  finally  came  to  Indonesia  for 
approximately  20  hours.  Instead  of  setting  the  strategic  values  that  In- 
donesia possess  to  establish  an  equal  partnership  with  the  U.S.,  Presi- 
dent Yudhoyono  decided  to  evoke  the  personal  ties.  He  made  a  per- 
sonal gesture  by  presenting  Obama  with  the  highest  state  award  to 
Stariley  Ann  Dimham,  his  late  mother,  for  her  research  in  Indonesia.  In 
response,  the  charismatic  Barrack  Obama,  who  was  "deeply  moved", 
also  utilized  personal  ties  eloquently  to  put  forward  the  interest  of  the 
U.S.  towards  Indonesia.  President  Obama  also  fluently  pronounced 
several  words  in  Bahasa  Indonesia  during  his  remarks  at  the  Univer- 
sity of  Indonesia.  While  the  speech  was  particularly  eloquent,  skeptics 
argue  that  it  did  not  convey  anything  new  regarding  U.S.  economic 
and  foreign  policy  under  his  leadership  and  at  times,  suggested  that 
Indonesia  was  not  really  coimted  a  strategic  partner  in  resolving  major 
conflicts,  like  those  in  the  Middle  East  and  East  Asia,  or  in  addressing 
economic  issues  such  as  the  currency  war  with  China. 

However,  President  Obama  did  indeed  leave  a  sense  that  he  genu- 
inely encourages  Indonesia  to  live  up  to  its  potential  as  an  emerging 
regional  and  global  power  that  eventually  can  share  the  responsibility 
in  the  creation  of  prosperity  and  peace  beyond  its  borders.  President 
Obama  also  emphasized  Democracy  and  Development  and  highlight- 
ed key  roles  that  Indonesia  could  contribute  at  the  regional  and  global 
levels. 
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Therefore,  it  appears  that  the  lorig  overdue  visit  can  be  seen  as  a 
symbolic  gesture  that  the  current  U.S.  President  perceives  that  there 
plenty  of  common  groimd  between  the  nations — as  well  as  challenges 
in  maintaining  and  promoting  liberal  democratic  ideas.  These  modali- 
ties would  form  Indonesia-U.S.  relations  in  a  collective  manner  in  shap- 
ing the  democratic  world  order  in  the  future.  Unfortunately,  Jakarta 
itself  does  not  seem  to  enthusiastic  in  shaping  the  bilateral  relations  in 
a  more  concrete  manner — opting  instead  to  focus  on  the  emotional  ties 
the  visiting  president  had  with  the  country.  One  could  even  argue  that 
beneath  the  media  fanfare,  Indonesia  might  be  loosing  its  strategic  bar- 
gaining position  vis-a-vis  the  U.S.  It  is  reasonable  therefore  that  Presi- 
dent Yudhoyono  should  strive  to  bring  more  concrete  benefits  from 
the  bilateral  relations  by  deepening  the  Comprehensive  Partnership 
Agreement  that  was  signed  a  while  back. 
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Strong  Growth,  yet  the  Threat  of  High  Inflation  and 

Capital  Flow  Reversal  Remain 
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OVERVIEW 

In  2010,  the  Indonesian  economy  charted  a  continuous  strong 
growth,  despite  the  downside  risks  associated  with  volatile  financial 
markets  and  uncertain  developed  countries'  growth  prospects.  The 
overall  GDP  growth  in  2010  was  expected  to  grow  by  about  6.0%,  high- 
er than  the  government's  target  of  5.8%.  This  growth  rate  was  imder- 
pinned  by  the  strong  growth  in  private  consumption  and  a  welcome 
boost  in  investment.  On  the  supply  side,  the  services  sector  continued 
to  record  the  highest  growth,  offsetting  the  slower  growth  in  agricul- 
ture sector  caused  by  heavier  rainfall  and  the  weakened  growth  in  the 
industrial  sector  resulted  by  the  slid  in  mining  and  construction  sector. 

In  line  with  the  increasing  domestic  demand,  the  inflation  rate 
was  also  in  an  upward  trend,  driven  by  the  high  prices  of  volatile  foods 
and  the  adjustment  in  administrated  prices.  Until  November  2010,  the 
annual  and  calendar  inflation  respectively  has  hit  6.33%  and  5.98%,  ex- 
ceeding the  government's  budget  target  of  5.3%  and  the  central  bank's 
target  of  5±1%.  Despite  higher  inflationary  pressures  in  2010,  the  Bank 
Indonesia  (BI)  kept  its  policy  interest  rates  unchanged  at  an  all  time  re- 
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cord  low  of  6.5%  for  fourteen  consecutives  months.  Instead  of  chang- 
ing its  policy  rate,  however,  aiming  to  reduce  the  excess  liquidity  in 
the  market  and  curbing  price  hikes,  the  BI  announced  to  increase  the 
primary  reserves  requirement  ratio  from  5%  to  8%,  while  at  the  same 
time  avoiding  the  negative  impact  of  the  soaring  short-term  capital 
inflow  that  may  attract  widening  interest  rate  differential. 

The  rapid  influx  of  capital  inflows,  combined  with  a  strong  foreign 
direct  investment,  offsets  the  narrowing  current  accoimt  surplus  and 
improved  the  coimtry's  external  balance  in  2010.  The  buoyant  foreign 
fund  inflow  was  underpinned  by  Indonesia's  strong  economic  perfor- 
mance prospects,  high  commodity  prices,  and  the  widening  gap  inter- 
est rate  differential  relative  to  industrial  countries.  In  addition  to  the 
rise  in  foreign  reserves,  the  rapid  increase  in  foreign  capital  inflow  has 
also  helped  spur  trading  at  local  exchange  and  renewed  the  upward 
pressure  on  local  currency.  For  the  first  ten  months  of  2010,  the  rupiah 
has  appreciated  by  4.3%  and  reached  a  three-year  high  against  the  US 
dollar  in  early  August,  while  the  Indonesian  Composite  Index  (IDX) 
has  hit  a  new  all-time  record  of  more  than  3,600  in  October,  increasing 
nearly  50%  since  the  beginning  of  the  year. 

Looking  forward  to  2011,  these  patterns  of  growth  are  broadly 
expected  to  continue  in  the  near  term.  The  strong  growth  of  invest- 
ment, together  with  a  gradual  increase  in  households  and  public  con- 
simiption,  will  underpin  the  growth  performance  and  will  be  associ- 
ated with  rising  imports  and  contraction  in  the  current  accoimt.  On 
the  production  side,  moreover,  while  the  agriculture  sector  is  likely  to 
grow  at  a  modest  pace,  transport,  communication,  construction,  vari- 
ous consumer  and  business  services  are  likely  to  continue  to  perform 
better  than  manufacturing  and  resource-related  industries,  which  are 
more  dependent  on  external  markets. 

Nevertheless,  the  strong  prospect  of  economic  activities,  both  do- 
mestically and  internationally,  the  recent  loose  monetary  condition,  as 
well  as  a  possible  increase  in  fuel  prices  and  other  administrated  prices 
would  create  upward  pressures  on  prices  in  2011.  The  iiiflation  rate  is 
projected  to  remain  above  BI's  5  ±  1  %  target  band,  reducing  little  room 
for  accommodative  monetary  policy  in  2011.  At  the  same  time,  in  the 
near  term,  the  strong  foreign  capital  inflow  is  also  likely  to  continue 
putting  upward  pressures  to  the  local  currency.  In  terms  of  asset  mar- 
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ket,  while  the  macro  environment  remains  supportive  of  equities  from 
a  liquidity  perspective,  the  incremental  policy  tightening  is  expected 
to  increase  risks  to  sentiment.  Furthermore,  the  downside  risks  associ- 
ated with  the  volatile  global  financial  market  and  uncertain  developed 
countries'  economic  growth  prospect  is  likely  to  remain  in  2011. 

RECENT  MACROECONOMIC  DEVELOPMENT 
Economic  Growth 

Over  2010,  the  Indonesian  economy  continuously  recorded  robust 
economic  growth,  after  slowing  down  during  the  global  recession  in 
the  first  half  of  2009.  Following  the  economic  reboimd  that  started  in 
the  fourth  quarter  2009,  the  annual  economic  growth  increased  from 
5.69%  in  Ql  to  6.19%  in  Q2,  yet  slightly  slower  than  expected  to  5.82% 
in  Q3  (see  figure  la).  The  GDP  growth  in  the  fourth  quarter  is  expected 
to  boimce  back  from  the  preceding  quarter  and  grew  at  6.1%,  putting 
the  expected  overall  economic  growth  in  2010  to  about  6%. 

As  seen  in  figure  lb,  this  growth  rate  is  higher  than  the  govern- 
ment's target  of  5.8%  and  above  its  10-year  average  of  5.20%~although 
stUl  lower  than  the  coimtry's  average  economic  growth  rate  prior  the 
Asian  financial  crisis  in  1997/98  that  grew  at  7.3%  (1971-1996).  More- 
over, the  Indonesian  economic  growth  performance  during  this  reco- 
very phase  is  also  still  underperforming  with  regards  to  the  econo- 
mic growths  of  other  emerging  cotmtries  in  the  region,  such  as  China 
(10.5%),  India  (9.7%),  and  ASEAN-5  (6.6%). 


Figure  la:  Annual  and  Quarterly  GDP    Figure  lb:  Long  run  growth 


Source:  World  Development  Indicator  Source:  CEIC  Database 
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Expenditure  Side 

On  the  demand  side,  as  shown  in  figure  2a,  the  rapid  growth  of 
economic  expansion  in  2010  is  mainly  driven  by  the  strong  growth  in 
private  consumption  and  a  welcome  boost  in  investment.  In  the  first 
nine  months  of  2010,  private  consumption  grew  at  the  average  of  4.7% 
from  the  previous-year  period,  contributing  nearly  half  the  total  GDP 
growth.  The  sustained  growth  of  private  consumption  was  supported 
by  the  easy  access  on  consumption  financing,  sustained  consumer  op- 
timism for  the  economic  condition,  and  the  strengthening  of  the  Ru- 
piah  that  has  held  down  import  prices.  Investment,  supported  by  the 
appreciation  of  Rupiah  against  the  US  dollar  and  a  pick-up  in  credit 
to  private  sectors,  increased  at  the  average  of  8.2%  and  added  nearly  2 
percentage  points  to  the  GDP  growth  in  the  first  three  quarter  of  2010. 


Figure  2a:  Expenditure  contribution  Figure  2b:  Value  added  contribution 
to  growth  to  growth 
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By  contrast,  figure  2a  also  recorded  that  government  consump- 
tion, which  had  grown  at  double-digit  rates  from  late  2008  to  the  late 
2009,  fell  by  8.9%  in  the  first  half  2010,  before  starting  to  grow  at  3%  in 
the  third  quarter  of  2010.  The  slow  disbursement  by  the  government 
and  the  unwinding  of  its  fiscal  stimulus  caused  the  decline  in  govern- 
ment spending.  Meanwhile,  the  net  export  contributed  less  than  1  per- 
centage point  in  January-September,  less  than  the  same  period  of  the 
previous  year. 
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Production  Side 

On  the  supply  side,  as  seen  in  figure  2b,  the  services  sector  experi- 
enced the  highest  growth,  while  the  agriculture  sector  growth  slowed 
due  to  heavier  rainfall  and  a  weakened  industry  sector  due  to  the  fall 
in  the  mining  and  construction  sectors.  During  the  first  three  quarters 
of  2010,  the  services  sector  on  average  grew  by  8.4%,  contributing  more 
than  3.7  percentage  points  to  total  GDP  growth.  Among  the  services 
sector,  transportation  and  telecommimication  services,  trade,  and  ho- 
tel and  restaurant  are  the  main  contributors  of  growth,  growing  on 
average  of  12.7%  and  9.3%  respectively. 

At  the  same  time,  the  industry  sector  expanded  by  an  average  of 
4.3%  and  contributed  1.8  percentage  points  to  overall  GDP  growth. 
Among  the  industry  sectors,  manufacturing  experienced  a  moderate 
recovery  and  grew  by  an  average  of  4%  during  January-September, 
contributing  1.05%  to  total  GDP  growth.  The  growth  of  the  construc- 
tion sector  slightly  declined  from  an  average  of  7%  in  the  previous  year 
to  6.8%  in  the  first  nine^ months  of  2010,  and  the  mining  sector  grew 
slower  by  3.3%  during  the  first  three  quarters  of  2010,  compared  to 
4.3%  in  the  year-earlier.  Meanwhile,  the  agriculture  sector  recorded  its 
weakest  performance  for  3  years  and  gave  the  lowest  contribution  to 
total  GDP  growth.  The  production  in  this  sector  grew  by  an  average  of 
2.6%  during  January-September  and  contributed  only  0.37  percentage 
points  to  GDP  growth. 

Monetary  Development 

Inflation 

Figure  3a  and  3b  show  that  inflationary  pressures  tend  to  increase 
in  2010,  along  with  an  expanding  domestic  demand.  After  subdued 
at  below  4%  since  mid-2009,  the  annual  inflation  accelerated  to  over 
6%  in  July  and  August,  and  then  easing  to  5.8%  in  September.  Over 
the  first  nine  months  of  2010,  the  price  of  staple  foods  and  processed 
foods  increased  by  more  than  8%  respectively.  Up  to  November,  the 
CPI  inflation  has  reached  6.33%  (yoy)  or  5.98  (ytd),  exceeding  the  go- 
vernment's budget  target  of  5.3%.  Moreover,  as  2010  draws  to  a  close 
and  the  inflation  for  the  coming  month  is  expected  to  increase  due  to 
the  demand-pull  factor  of  the  Christmas  festivities,  the  calendar  infla- 
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Figure  3a:  Inflation 
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Figure  3b:  CPI  Inflation  components 
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Hon  also  indicates  that  the  economy  will  most  likely  also  higher  than 
the  Central  Bank's  target  of  2010  at  4-6%. 

The  headline  inflation  in  2010  was  much  more  attributed  to  the 
escalation  in  volatile  foods  and  administrative  prices,  although  core 
inflation  mostly  remains  subdued  due  to  the  appreciation  of  Rupiah. 
The  increase  in  price  index  was  mainly  driven  by  a  surge  in  the  prices 
of  commodities,  such  as  chili,  rice  and  some  other  foods,  partly  as  a 
result  of  capricious  weather  patterns  as  well  as  higher  electricity  ta- 
riffs. Moreover,  the  upward  trend  in  global  market  commodity,  togeth- 
er with  the  surge  of  inflation  expectation  in  response  to  hikes  in  food 
prices,  has  also  contributed  to  the  rise  of  inflationary  pressure  in  2010. 

Monetary  Policy  and  Interest  Rates 

In  2010,  the  central  bank  left  its  policy  interest  rate,  BI  rate,  un- 
changed since  September  2009.  After  easing  the  policy  rate  by  300  bps 
during  the  global  financial  crisis  of  2008-09,  Bank  Indonesia  has  left 
the  policy  rate  at  a  record  low  of  6.5  in  2010  to  stimulate  growth  in 
credit  and  in  the  context  of  modest  core  inflation  (see  figure  4a).  In 
line  with  the  declining  of  BI's  policy  rates,  private  sector  lending  and 
deposit  rates  also  trailed,  although  with  a  slower  pace.  As  seen  in  fi- 
gure 4b,  during  January-September  2010,  the  deposit  rates  and  the  sa- 
ving rates  declined  from  7.09%  to  6.7%,  and  3.1%  to  2.9%,  respectively 
Meanwhile,  the  base  lending  rates  fell  by  0.43  percentage  points,  from 
12.65%  in  January  to  12.2%  in  September. 
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Bank  Indonesia,  however,  opted  to  increase  the  primary  reserve 
requirement  ratio  imposed  on  commercial  banks  (effective  November 
1^',  2010),  from  5%  to  8%  amid  the  hike  in  overall  inflationary  pressure 
in  recent  months  and  in  order  to  drain  some  of  the  considerable  excess 
liquidity  in  banking  system.  The  BI  decision  to  use  reserve  require- 
ment, instead  of  changing  in  the  policy  rate,  was  taken  to  avoid  nega- 
tive impact  to  stock  market  and  exchange  rate,  as  a  hike  in  key  interest 
rate  would  further  widen  interest  rate  differentials  and  attract  more 
short-term  investment  inflows.  Moreover,  this  decision  is  also  still  in- 
line with  BI's  pro-growth  policy  as  raising  the  benchmark  rate  would 
push  banks  to  raise  their  lending  rates. 


Figure  4a:  Inflation,  base  money  Figure  4b:  Policy  rates,  deposit 
growth,  and  BI  rate  rates  and  lending  rates 


Source:  CEIC  Database  Source:  CEIC  Database 


In  addition.  Bank  Indonesia  also  armounced  a  new  regidation  to 
encourage  banks  to  spur  sluggish  lending.  This  policy  requires  banks 
to  maintain  loan-to-deposit  ratio  (LDRs)  between  78  and  100  %,  other- 
wise they  have  to  place  a  higher  reserve  in  central  bank.  This  policy, 
together  with  central  bank's  policy  rate  has  stimulated  an  increase  in 
credit  to  private  sector  that  started  to  pick  up  in  the  second  quarter. 
The  credit  growth  has  recently  accelerating  and  now  on  a  par  with 
historical  average  at  21.9%  in  October,  while  the  country's  LDR  has 
reached  78%  in  September. 
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Balance  of  Payment 

Exports  and  import 

After  falling  through  the  late  2008  to  the  late  2009  along  with  glob- 
al trade,  Indonesia's  export  and  import  surged  in  2010,  with  imports 
outpacing  exports.  During  the  first  nine  months  2010,  as  revealed  by 
figure  5a  and  5b,  the  growth  in  real  export  goods  and  services  in  the 
national  account  increased  by  an  average  of  15.3%,  while  merchandise 
export  in  nominal  US  dollar  grew  by  34.2%,  amid  the  global  economic 
recovery. 

It  is  noteworthy  however  that  the  recovery  in  export  has  slowed, 
after  a  high  reboimd  during  the  earlier  phase  of  the  global  recovery. 
During  the  same  period,  meanwhile,  import  grew  even  faster  than  ex- 
ports, at  17.3%  in  the  real  term  or  42.8%,  in  large  part  due  to  domestic 
and  external  demand,  as  well  as  exchange  rate  appreciation.  The  rise 
in  import  has  been  dominated  by  an  increase  in  intermediate  input 
and  capital  goods,  with  notably  strong  gains  in  import  of  machinery, 
electronics,  vehicles  and  plastics.  As  the  result  of  these  trends,  the  trade 
surplus  in  the  first  three  quarter  reached  US$  26.5  billion,  or  increased 
by  just  10.5%  from  the  same  period  a  year  earlier. 


Figure  5a:  Real  trade  growth-Natio  - 
nal  account  exports  and  imports 
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Current,  Capital  and  Financial  Account 

Through  the  first  nme  months  of  2010,  the  surplus  of  overall  ba- 
lance surged  more  than  double,  underpinned  by  a  strong  boost  in  fo- 
reign portfolio  investment  and  foreign  direct  investment  that  offset  the 
narrowing  surplus  in  current  account.  After  taking  into  account  deficit 
in  services  trade  and  the  income  account,  the  current  accoimt  surplus 
declined  by  28%  to  5.1  billion  in  the  three  quarter  of  2010.  By  contrast, 
despite  significant  volumes  of  capital  flowed  out  of  the  country  in  May 
due  to  the  Greek  sovereign  debt  crisis,  the  capital  and  financial  account 
in  the  first  nine  months  of  2010  recorded  surplus  US$  5.7  billion,  five 
times  from  a  year  earlier.  Overall,  the  ratio  of  current,  capital  and  fi- 
nancial, overall  balance  relative  to  total  GDP  in  the  first  nine  months 
was  1%,  2.6%,  and  3.6%,  respectively  (see  figure  6a). 

As  seen  in  figure  6b,  the  increasing  surplus  of  capital  and  finan- 
cial accoimt  was  underpinned  by  continued  sfrong  demand  from  for- 
eign investors  for  government  bonds  and  short  term  papers,  as  well 
as  sfrong  direct  investment.  The  rapid  influx  of  foreign  fund  to  the 
country  reflected  the  strong  economic  performance,  high  commod- 
ity prices,  the  widening  gap  yield  differential  relative  to  developed 
economies'  asset,  as  well  as  the  expectation  of  continued  exchange  rate 
sfrength.  Rapid  foreign  capital  inflow  into  Indonesia  also  contributed 
to  the  increase  in  international  reserves  in  the  first  nine  months  of  2010, 


Figure  6a:  Current,  capital,  and 
cial  account 
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recorded  for  about  US$  86.5  billion.  This  strong  external  position  took 
a  large  part  in  the  rupiah  appreciation  against  US  dollar. 

Aside  from  increasing  the  country's  international  reserves,  the 
rapid  influx  of  foreign  funds  to  Indonesia  has  also  helped  spur  trad- 
ing at  local  exchange  and  renewed  the  upward  pressure  on  the  rupiah, 
reversing  the  weakening  in  May.  Figure  7a  shows  that  through  early 
2010  to  the  end  of  October  the  rupiah  has  appreciated  by  4.3%  and 
reached  a  three-year  high  against  the  US  dollar  in  early  August.  Note- 
worthy, however,  is  that  the  central  bank  has  been  intervening  the  for- 
eign exchange  market  to  prevent  the  local  currency  from  strengthen- 
ing too  fast  over  caution  of  the  possible  translation  of  the  appreciation 
to  poorer  export  performance. 


Figure  7a:  Foreign  exchange  rates      Figure  7b:  Indonesian  stock 

and  official  reserves  composite  index  and  trading  value 


Source:  CEIC  Database  Source:  CEIC  Database 


In  line  with  rupiah's  appreciation,  the  domestic  stock  market 
was  also  generally  buoyant  in  2010.  The  Indonesian  Composite  Index 
(IDX)  has  hit  a  new  all-time  record  of  more  than  3,600  in  October,  in- 
creasing nearly  50%  since  the  beginning  of  the  year.  Foreign  investors 
continued  to  rush  into  the  local  market  to  take  advantage  of  bright 
outlook  on  Indonesia  economic  fundamental  and  the  corporate  sector 
supported  by  strong  domestic  consumption  and  high  commodity  pric- 
es as  well  as  the  growing  gap  of  interest  rate  differential  in  Indonesia 
and  developed  countries. 
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OUTLOOK  2011:  ECONOMIC  PROSPECT  AND  DEVELOPMENT 
CHALLANGES 

Looking  forward,  the  Indonesian  economy  is  expected  to  main- 
tain its  upward  trend  in  2011,  growing  by  6.0-6.5%.  The  further  im- 
provement of  Indonesia's  economic  growth  will  be  underpinned  by 
the  strong  growth  of  investment  and  a  gradual  rise  in  household  con- 
sumption, offsetting  the  slower  growth  in  government  spending  and 
external  demand,  as  import  continue  to  outpace  export  growth.  On 
the  supply  side,  sectors  focusing  on  the  domestic  demand  are  likely  to 
continue  to  perform  better  than  the  sectors  that  are  more  dependent 
on  external  market.  It  is  noteworthy,  however,  the  downside  risks  as- 
sociated with  volatile  global  financial  market  and  uncertain  developed 
countries'  economic  growth  prospect,  as  well  as  the  threat  of  inflation- 
ary pressures  are  likely  to  remain.  Table  1  below  shows  the  projected 
of  some  major  macroeconomic  indicators  conducted  by  Indonesian  Go- 
vernment, Bank  Indonesia,  and  prominent  international  institutions. 

Table  1:  Nlacroeconomic  Outlook  for  2010  and  2011 


Government      Banklndo-  , 

R„,„^.  .  World  Bank         IMF  ADB 

Budget  nesia 


2010 

2011 

2010 

2011 

2010 

2011 

2010 

2011 

2010 

2011 

GDP  Growth  (%) 

5.8 

6.3 

6.0 

6.0-6.5 

6.0 

6.2 

6.0 

6.0 

6.0 

6.4 

Inflation  (%  avg.) 

5.3 

5.3 

5±1 

5±1 

5.1 

6.4 

5.7 

5.6 

5.1 

5.7 

Budget  balance  (% 
to  GDP) 

-1.5 

-1.7 

-1.5 

-1.7 

-1.5 

-1.7 

-1.9 

-1.7 

-1.5 

-1.7 

Exchange  rate 
(Rp/US) 

9,200 

9,300 

Interest  Rate  (%  3 
month) 

6.5 

6.5 

Source:  Collected  from 

various  sources. 

For  the  next  12  months,  investment  is  expected  to  play  a  larger 
role  in  economic  growth,  underpinned  by  high  commodity  prices,  easy 
policy  setting,  and  the  improvement  in  investment  grade,  as  well  as 
higher  foreign  direct  investment  prospect.  While  investments  in  ma- 
chinery are  growing  at  a  rapid  pace  now,  investment  expansion  in  con- 
struction will  likely  remain  the  dominant  part  of  investment  in  2011, 


496 


THE  INDONESIAN  QUARTERLY,  Vol.  38,  No.  4, 2010 


helped  by  government  and  commodity  sector  infrastructure  spend- 
ing. 

At  the  same  time,  private  consumption  is  also  expected  to  be  ro- 
bust, backed  by  an  increase  in  public  wages  and  private  employee  in- 
comes, growth  in  employment,  and  support  from  credit  financing  ex- 
tended by  banks,  as  well  as  sustained  consumer  optimism.  The  latest 
data  in  October  showed  that  the  consumer  confidence  index  rose  by 
4%  and  motorcycle  sales  increased  45%,  compared  to  a  month  earlier. 

On  the  contrary  however,  government  consumption  is  likely  to 
continue  experiencing  a  slower  growth  than  the  overall  economy  into 
2011,  although  there  is  still  some  room  to  lift  spending  into  2011 — as 
reflected  in  the  improvement  of  the  government's  fiscal  position.  The 
government  budget  deficit  plarmed  in  the  2011  budget  wiU  remain 
comparatively  healthy  at  1.65%  of  GDP,  slightly  higher  than  that  of  the 
revised  2010  budget  (1.5%  of  GDP)  and  the  2009  realized  budget  (1.6% 
of  GDP).  According  to  the  proposed  budget  plarmed  for  next  year,  it 
is  noteworthy  that  in  line  with  an  increase  of  approximately  6.5%  rela- 
tive to  the  2010  revised  budget,  Jakarta  has  also  plarmed  to  allocate  a 
significant  increase  in  capital  expenditure  (including  for  infrastructure 
development)  about  28%  higher  compared  to  a  year-earlier. 

As  for  external  demands,  the  import  growth  will  continue  to 
outpace  the  export,  amid  the  relative  strength  of  domestic  to  external 
demand  in  2011.  Soaring  global  commodity  prices  and  the  increasing 
demand  from  emerging  market  economies — compensating  the  weaker 
demand  from  developed  economies — ^will  support  the  country's  ex- 
port. Import,  meanwhile,  are  projected  to  be  led  by  capital  and  ma- 
chinery imports,  driven  by  the  strong  growth  in  domestic  investment, 
which  is  partly  caused  by  increasing  investment  construction  and  ro- 
bust export  growth. 

On  the  production  side,  sectors  focusing  on  domestic  demands  are 
expected  to  mainly  contribute  to  the  GDP  growth  in  2011.  Transpor- 
tation, communication,  construction,  various  consumer  and  business 
services  are  likely  to  continue  to  perform  better  than  manufacturing 
and  resource-related  industries,  which  are  more  dependent  on  external 
markets.  Despite  the  upward  trend  of  commodity  prices,  agriculture 
sector  is  expected  to  expand  in  a  modest  pace  next  year,  before  ac- 
celerating further  in  2012.  The  slowing  expansion  iii  estates  subsector, 


Strong  Growth,  yet  the  Threat  of  High  Inflation  and  Capital  Reversal 


497 


combined  with  the  anomalous  weather  behavior,  will  likely  continue 
constraining  the  agriculture  output  and  productivity.  Moreover,  the 
government  policies  to  deal  with  the  adverse  impact  of  bad  weather, 
including  the  necessary  provision  of  agricultural  infrastructure,  have 
not  been  fully  implemented. 

Regarding  prices,  the  inflation  rate  is  projected  to  remain  above 
BJ's  5  ±  1  %  target  band  in  2011,  although  some  of  the  upward  pres- 
sures caused  by  the  short-term  supply  interruptions  will  likely  to  have 
abated.  The  acceleration  in  overall  CPI  inflation  is  likely  to  be  stimulat- 
ed by  the  strong  growth  of  economic  activities,  stronger  credit  growth 
delivered  by  current  low  policy  rate,  limited  excess  capacity,  as  well  as 
a  possible  increase  in  administrated  prices,  especially  fuels  and  gas  / 
LPG.  Externally,  moreover,  the  rise  in  international  commodity  prices 
and  some  imported  inflation,  driven  by  the  moimting  demand,  would 
also  put  upward  pressure  on  prices,  as  the  outlook  for  global  econo- 
my and  Indonesia's  major  trading  partners  are  likely  to  improve  next 
year. 

An  expected  retum-of  high  inflation  would  reduce  room  for  ac- 
commodative monetary  policy  in  2011.  Although  the  recent  liquidity 
management  and  prudential  measures — reflected  in  the  effective  in- 
crease in  reserve  requirement,  SBI  issuance,  as  well  as  mild  capital  con- 
trols—  may  be  effective  in  locking  up  liquidity  and  supporting  Rupiah 
stability  in  the  face  of  capital  flow,  we  expect  that  the  policy  interest 
rate  will  ultimately  have  to  rise  to  avoid  excessive  inflation  pressures 
amid  the  robust  growth  prospect  in  2011.  Moreover,  the  higher  reserve 
requirement  is  also  expected  to  reduce  liquidity  and  put  upward  pres- 
sures on  market  interest  rates. 

Due  to  higher  bond  amortization  and  a  shift  into  current  accoimt 
deficit,  the  surplus  in  the  balance  of  payment  is  projected  to  trim  in 
2011,  despite  a  continued  strong  net  capital  inflow.  Following  the  nar- 
rowing surplus  in  2010,  the  current  account  is  expected  to  move  into 
deficit  territory  as  the  trade  account  surplus  continue  to  decline  and 
the  income  deficit  is  expected  to  widen  due  to  greater  profit  repatria- 
tion resulted  by  higher  commodity  prices. 

On  the  contrary,  the  increasing  net  capital  inflows  are  expected 
to  continue  buoyant  underpinned  by  the  firm  net  direct  capital  inflow 
and  strong  net  portfolio  inflow,  despite  the  latter  being  sensitive  to 
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shocks  to  confidence  and  risk  aversion.  The  global  economic  recov- 
ery prospect  and  the  improvement  in  investment  climate  reflecting  the 
upgrade  of  Indonesia's  investment  rating,  as  well  as  infrastructure  de- 
velopment, are  expected  to  continue  to  support  strong  direct  capital 
inflow  in  2011. 

The  strong  capital  inflow  driven  by  a  better  prospect  of  domestic 
economy  and  higher  interest  rate  differential  with  developed  econo- 
mies is  likely  to  continue  putting  upward  pressure  to  the  local  cur- 
rency, at  least  in  the  early  months  of  2011.  Nevertheless,  into  the  end 
of  2011,  when  the  BI  adjusts  policy  in  response  to  higher  iriflation,  the 
nominal  exchange  rate  against  the  US  dollar  is  likely  to  weaken,  be- 
fore subsequently  regaining  some  groimd  in  2012  as  tighter  monetary 
policies  take  effect.  In  real  term,  moreover,  we  also  suspect  that  the  real 
exchange  rate  may  appreciate  initially  due  to  BI's  foreign  exchange  in- 
tervention, and  then  because  of  higher  inflation  rather  than  nominal 
exchange  rate  appreciation. 

In  term  of  equities,  while  the  macro  environment  remains  sup- 
portive for  equities  from  a  liquidity  perspective,  the  incremental  po- 
licy tightening  is  expected  to  increase  a  risk  to  sentiments.  In  the  near 
term,  the  recent  data  suggests  that  the  strong  economic  growth  poten- 
tial, combined  with  high  yields  relative  to  developed  economies  and 
high  commodity  prices  outlook  are  expected  to  continue  to  support 
foreign  investor  interest  to  local  market  in  2011.  However,  since  the 
price  earnings  ratio  (ratio  of  share  prices  compare  expected  income) 
has  surpassed  30  to  one — the  highest  level  in  Asia — there  has  been  a  c 
oncern  that  the  stock  prices  may  no  longer  be  sustainable  and  a  market 
correction  is  in  the  offing. 
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